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a challenging external environment. It was also a
year in which we made considerable progress mowv-
ing our strategies forward.

Revenues increased 22% to a record $4 billion.
Earmings per diluted share from continuing opera-
tions of $3.47 were up 9% and, excluding non-cash
inventery step-up charges related to acguisitions, up
14%* Free cash flow** {operating cash flow less
capital investment) of $359 million was up 22%, rep-
resenting 124% of net income. ROCE was a solid
13.5% despite the acquisitions of Facom Tools and
National Hardware.

In 2006, we increased the dividend by 4% to $1.18,
the 130th consecutive year a cash dividend has been
paid and the 39th consecutive year in which it has
been increased. 2006 total return to shareowners
was 7%.

QOur recent acquisitions of Facom Tools and National
Hardware required considerable integration work to
realize expected benefits. In Europe we developed
and launched a comprehensive plan designed to
ensure the competitiveness of cur tool business.
At the same time, our combined Stanley-National
Hardware team pursued the transfer of production
to lower cost countries and the consolidation of
distribution activities in a commaon North American
location. These endeavors included the elimination
of redundant workforces and the closure of certain
facilities, which the teams accomplished on sched-
ule and on budget. We are pleased 10 say that acqui-
sition integration is evolving into a core competency
~ for The Stanley Works.

Continued focus on strengthening our core franchis-
es led to the 2006 addition of Besco Corporation. In
addition, we announced and, in early 2007 complet-
ed the acquisition of HSM Electronic Protection
Services, Inc., consistent with our commitment to
the advancement of our Security growth platform.

= REFER 10 PAGE 5 FOR RECONCILIATION OF THE 9% AND 14% MEASURES
~~REFEA TO PAGE 33 OF MOAA FOR THE RECONCILIATICN OF OPERATING CASH FLOW TQ FREE CASH FLOW

In our effort to move the Company forward, we have
capitalized on strong free cash flows and our acqui-
sition integration capabilities. Results have included:
diversification and strengthening of our business
portfolio; sustained growth in revenues, earnings,
cash flows and average invested capital; returns on
capital in excess of the cost of capital and, as a
result, value creation for our shareowners.

MOVING FORWARD:

Recent years have been energizing and rewarding
for our Company and its stakeholders, and the years
ahead offer much promise and opportunity. Our
portfolio is in excellent shape and, as we enter 2007
the strategic roadmap for profitable growth is clear.

In order to clearly convey our prospective growth
strategies, as well as to communicate our progress
executing them, we have recently undertaken a
realignment of our-business activities into three
separate and distinct segments:

Construction & DIY Segment

HAND TOOLS AND STORAGE;

FASTENING SYSTEMS;

LASER MEASURING AND LEVELING TOOLS

Industrial Segment
INDUSTRIAL AND AUTOMOTIVE REPAIR TOOLS:
Facom, Mac, Proto, Supply & Services

ENGINEERED SOLUTIONS:
Vidmar Storage, Hydraulics, Assembly

Security Segment

MECHANICAL ACCESS SOLUTIONS:

Best Mechanical, Automatic Doors, Hardware
CONVERGENT SECURITY SCLUTIONS:
Systerns Integration, HSM Monitoring, Blick

The acquisition of HSM in January 2007 was the cat-
alyst for the new segments. While the body of this
annual report continues to be structured around the
previously existing segments {Consumer Products,
Industrial Toots and Security Solutions), we expect to
convert to the new reporting structure effective with
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reporting first quarter 2007 results. In this regard,
we feel it is |mportant to share some of the strate-
gic dialog based on this new way of looking at
Stanley. Each o‘f these 'redeftined segments has an
important role in the future of our Company.

Construction & DIY {CDIY) CDIY. our largest seg-
ment today, henefits from exceptional brand strength
in both the flagl;ship Stanley {brand (hand tools and
storage) and in Bostitch {pneumatic tools and fasten-
ers). Segment proﬂtabmty should benefit over time
from healthy innovation and brand support levels,
INcreasing morlnentum in key markets outside the
U.S. and an extensive and carefully managed profit
improvement ir|1itiative at Bostitch. We continue to
broaden and delepen our retalil partnerships by offer-
ing the most innovative branded products, along with
the highest value-added category management solu-
tions. Our goal|is to captivaté the end user and col-
laborate with channel ’partners 1o ensure that all
of our products are where they need to be, when
they need to b:e, and to ensure that end users are
totally satisfied with the Stanley retail experience

. | [
and, ultimately, |productiperformance.

Industrial The "new Iopk" Industrial segment com-
prises a major growth platform in industrial and auto-
maotive tools an'd storage as well as a smaller group
of businesses |oﬁ‘ering 'highly engineered and often
customized tool and stcl)rage solutions. With the ad-
dition of Facom Tools, The Stanley Works now holds
a leading global position in the attractive industrial
and automotlve repair: tools and storage market.
This outstandtng platform, with its three prominent
brands - Facom, Mac and Proto - serves as an excel-
lent base from which| to expand into developing
markets such ‘l':ls Chlna Indla Eastern Eurcpe and
the Middle East
i

Security Security has powered much of the compa-
ny's growth sin‘ce 2002|and today we operate one of
the maost significant cqnwmercial security franchises
in North America. Our Mechanical Access Solutions
business enjoys excelle?nt profitability and cash flow

characteristics. Up to this point, its geographic ori-

3

entation has been primarily North American. Qver
the next several years, we expect to expand this
growth platform through acquisitions in Europe and
Asia.

The other major element of secunty, Convergent
Security Solutions is an exciting growth engine for
the future. The recent acquisition of HSM Electronic
Protection Services, Inc. positions Stanley as the #1
commercial systems integrator in North America
combined with the #2 commercial security monitor-
ing company. Together, these franchises afford us the
size, scale and product breadth to provide customers
with a unique and powerful value proposition. We are
intent upon making the strategic moves necessary to
capitalize on the convergence of electronic security
and IT network platforms. This business has enor-
mous potential in the years ahead, as we have carved
out an excellent position in a large North American
market exhibiting near double-digit growth.

THE PORTFOLIO:

We remain committed 1o our strategy of methodical-
ly reducing dependence on the lower multiple, more
volatile North American CDIY market. Qur vision is to
continue 1o win in this marketplace with our retail
customers while deploying our capital to expand our
growth platforms in industrial and automotive repair
tools, mechanical access solutions and convergent
security solutions. Qur growth prospects are excel-
lent and we are focused on pursuing them while
remaining disciplined with respect to our acquisition
return criteria.

To the extent we are unable to find and execute
acquisitions consistent with our strategy and return
requirements, we remain open to repurchasing
shares as opportunities arise. As an example, in
2006, we retired 4 million shares at an average cost
of $50 per share. We also remain commitied to
the payment of a substantial cash dividend, and to
increasing that dividend periodically. All of these
considerations are made in the context of our intent
to maintain our upper tier investment grade credit
ratings.
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CONCLUSION There has never been a more exciting time here at
The Stanley Works. Our recent accomplishments have transformed our
culture into one where profitable growth is a fundamental expectation
rather than simply a desirable objective. Growth has brought with it many
new opportunities for our people and they have stepped up to the chal-
lenge. In the end, it is our Stanley associates on the front line that make
our company great. They are delivering differentiated value propositions
on a daily basis and are satisfying our customers. They are stamping out
waste through Lean manufacturing and the Stanley Fulfillment System.
They are integrating our acquisitiohs effectively. Finally, they are doing
all of this with confidence and purpose that is energizing to behold. Our
strategies are clear and focused and our people have never been more
motivated and better prepared to elevate our company to new levels of

growth and success in the years ahead. New Britain, CT March 2007

John F Lundgren James M. Loree
Chairman & CEQ Executive Vice President & CFO
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FATMAX XL Often referred to as the badge of the professional, the Stanley® tape rule is
found on professional job sites globally. Here the Stanley® FatMax® XL™ 8m tape rule is

used by a professional end user on the construction site of a Flemish Seniorenresidentie
“Hof van Eden”, a state-of-the-art senior assisted living and wellness center being built

with the most advanced building techniques, in St. Niklaas, the capital town of the East
Flanders province in Belgium,
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NSUMER PRODUCTS: HIGHLIGHTS
INNOVATION DRIVING GRCWTH

The Strategic BusineI ss Units'(SBU's} introduced in 2005 were
instrumental during 2006 in: {1) the North America successes
of the new FatMax® Xtreme"“i family of tools and the FatMax®

line; and (2) the launch of the FatMax® XL line in Europe. MAXLIFEZ f:mh‘
369~ TITANIUM B
The 35 new FatMax® Xtreme™ prt?ducts were highly success- FINISH TRIPOD :m ‘I .
ful - led by the popl‘ular FuBar" utility bar. Popular Science FLASHLIGHT ol
named the FuBar,“' utility; bar|a 2006 recipient of its “;Qu"*a%
“Best of What's New” Award.|With features that include ” PAR
two-tiered jaws, a|beveled nail |slot, a textured grip and e N
tempered steel, it is the perfect demolition tool for profes- E:g’%;[j\,
sional contractors. ?&)
With 30 new produc{ts, the F?tMa)lx“’ family continued to grow. "|
And 100 new Stanley® toolls introduced in 2008, ted by the ',j
MaxLife™ flashlight [family, drove |growth in that line. Addi- 1%
tionally, a complete |line of over 65 clamps and vices spanning ;

all of these professional sub-brands was introduced. Best- :
in-class innovation, merchanldising[ and fill rates led to a very : _4
positive year. pes
: b4

Innovation reached| international | scale in 2008, as recent %
new products from|the Fatl\éﬂax“’ I)(treme“’ and FatMax® lines _ “f_
were introduced tP profesisional' end users in Europe as ¢ ‘ < ..ﬂ=
FatMax® XL™ products. Supported by new advertising and The Stanley® MaxLife2™ 369” titanium finish 3 g s
innovative merchandising, t;he initial FatMax® XL™ offering tripod flashlight is a bright 1.25 watt LED light, “akses® P
included tape rules] chalk reels, knives and blades, hammers, It offers hands-free use. a multi-position head, & Fi'
clamps and tool stcl)rage. Tl‘lese h'igh end products, designed Sha“_er'resmam lens, a simple 3_—|J0$|t|-nn switch ; ~.
. ) ; and it runs on 3, 6 or 9 AA batteries. This state-of- 5%

for professionals’ qeeds, are available through professional AL

distribution channel outlets.

[
Additional waves of! innovati\re neulv FatMax® Xtreme” FatMax®
FatMax® XL™ and Stanley® products are ptanned for 2007, as
professional end users have demonstrated strong support
for this innovation.

Strong customer rellationships, vibrant innovation geared to the
professional, the Sltanley"” ?rand and world-class marketing,
merchandising and customer serivice position Stanley Tools
advantageously to gain market share globally with solutions
that bring efficiency and pro'ductivity to end user processes.
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FATMAX XTREME At a Spec Rescue International training site
in Virginia, rescue workers participate in exercises during a Structural
Collapse training class taught by FEMA rescue professionals. With
features of four tools built into one, the Stanley® FatMax® Xtreme™
FuBar™ utility bar is gaining popularity among rescue workers around
the world, who are finding its durability and versatility compelling
for their critical work. The needs of rescue workers are important
considerations in planning new product introductions for 2007

and beyond.

THE STANLEY WORKS
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FATMAX Latham Stairs & Millwork, Inc. located in Sanger, Texas,
designs, manufactures and installs custom wood and iron architectural
millwork products — stair parts, balusters, mantelpieces, large Santa Fe

‘ style cedar columns — for commercial customers including hotels. Stanley®
" ' e | £ FatMax® heavy duty trigger clamps facilitate production and help Latham
i ‘ meet their high quality standards. The simuttaneous introduction of a

full line of over 65 clamping tools demonstrates Stanley Tools™ ability

to solve the needs of customers with value-enhancing solutions.
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OVER 200 MNEW PRODUCTS INTRODUCED IN 2905:

|
FatNax

FatMax® Xtreme™ Large
Cpen Mouth Tool Bag

FatMax® Xtreme™
Harmmer Tacker with
Built-in Blade

FatMax® XL~
FuBar™ Utility Bar

FatMax® XL™
Snap-Off Retractable
Utility Knife

'STANLEY)
FatNax

Stanley® FatMax® 28"
Structural Feam Tool Box

FatMax®
Antivibe® Ball Pein
Hammer

STANLEY

“ Stanley®IntelliLaser™
Pro Stud Sensor and
Laser Line Level

Stanley® PowerlLock®
Tape Rule with BladeArmor™
Coating

THE STANLEY WORKS
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FatMax® Xtreme™ Antivibe®
Nailing Hammer

FathMax® Xtreme™
Auto Trigger Clamp

FatMax® Xtreme"™ -
Tape Rule with BladeArmor™
Coating

FatMax® XL™ )
Magnetic Torpedo i
Level

FatMax® XL™ AntiVibe®
Framing Hammer

FatMax® XL*
Demaolition Driver

FatMax® Chalk Reel

FatMax® Heavy Duty
Trigger Clamp

FatMax®Wood Chisel Set

Stanley® Bailey™
Clutch Lock “"F" Clamp

Stanley®Black
Chrome & Laser
Etched Socket
Set

Stanley® Electric
Brad Nailer

2006 ANKUAL REPORT
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MAC TOOLS SPECIAL EDITION
DROP FRONT TOOLBOX
FEATURING CHIP FODSE'S
GRAND MASTER

MAC TOOLS Mac Card financing, world-class distribution, district manager
leadership and dedicated headquarters personnel ir|1 Columbus, Ohio constantly
support the Mac Tools distributors in the field. Deniand-creating events, such as
some 900 Macstravaganza events hosted by distrib{‘utors in their designated loca-
tions, delivered $11 million in revenues from 945!,00[]i attendee customers during
2004-2006. Each was a fully-loaded tool expo complete with an extensive line of

. . . i . ,
Mac Tools products including some not typically fmfnd on a distributor’s truck.

THE STANLEY WORKS
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INDUSTRIAL TOOLS: HIGHLIGHTS
EMERGING MARKETS DRIVING GROWTH

The 2006 combination Pf Stanley and Facom Toals set the stage

. i . . .
for future global growth in the industrial and automotive repair

too! markets. While cost and otganizational SYNergy measures
were necessary and implemented, a number of Stanley® prod-
ucts were added to thJe Facom Im‘fering and preparations were
made for introducing an innovative line of professional plumbing
tools in the U.S. Ievera’ging Facdm Tools' Virax® line.

The resurgence of Mac Tools - an mternattonal business with
over 1,800 mobile dlst‘nbutors servmg professional automotive
repair technicians — was a 2006 hlghllght. With over 8,000 items
and new products added regularly, thére are Mac Tools products
for every technician. In additionito NﬁlSCAH and NHRA sponsor-
ships. Mac Tools maintains relatlonsh|ps with reality television
programs such as Overhauml? starring Chip Foose on TLC,
Pimp My Ride on MTV and Hrdes on TLC.

Among the company’s most highly engineered industrial prod-
ucts are Stanley® LaBounty® hyt:lraulid tools. These mounted and
hand-held shears, grapples and breakers serve global industrial
markets such as railroad construction and steel structure demo-
lition. Recent environn'tental regulations have led to the removal
of over 200 dormant oil drilling Irigs a!nnually. Eliminating a cost-
ly 45-minute process of cutting large pipes at depths over 200
feet below the sea su‘rface by divers using underwater torches,
Stanley® LaBounty® OCC shears perfarm such cuts in less than 3
minutes without human mtervent:on providing significant pro-

ductivity, enhanced safety and rellablllty

Emerging economies| in China and India are driving further
growth in industrial and auto répair tool markets. Leveraging the
resources of Stanley, ‘Proto and FacoIm the Company is unique-
ly positioned to beneflt from thls growth. n 2006 Stanley Tools,
through its Shanghal Trading; Comt:)any in China, doubled its
sales and marketing tfaam, boosted itfs distribution network from
45 to 300 qutlets, added a Iarger distribution center in Shanghai
and increased its product line from 50 to 550 items and sales in
China doubled. In Indla Stanley is wlorklng with a Mumbai hand
tools distributor and |a Chenna| hydr:aullcs distributor to market
and sell Stanley® products. Over 500 hand tool items were
included in the initial product offerlng and the Ministry of India

Railways approved 10 Stanley® hydraulic tools for national use.

STANLEY® BOSTITCH®
HURRIQUAKE™ DISASTER-
RESISTANT NAIL

RORRIGTACE

The Stanley® Bastitch® Hurriluake™ disaster-
resistant nail meets an undeniable need: it
provides up to double the normal resistance

to hurricane force winds of up to 170 miles per
hour, and it offers up to 50% resistance to
earthquake forces. As such, its performance
exceeds the stringent requirements of the
Dade County {Florida) code, and it has received
its own exclusive cade report {ESR-2020).

Popular Science magazine celebrated this
innovation in 2006 by awarding it their first-ever
Innovation of the Year award.

2006 ANNUAL REPORT
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STANLEY LABOUNTY Gulfstream Services in Houma, Louisiana,
is under contract from its oil and gas exploration customers to

decommission, operate "Rigs-to-Reef”, deconstruct, and relocate oil
wells and well platforms. Using Stanley® LaBounty® OCC, 0SS, and
0SG Shear and Grapple Technology, Gulfstream experienced nearly
100% productivity improvement while generating a much safer warking
environment, After initial cuts below the surface are performed,

pipe sections are cut on barges at the water’s surface in preparation
for their removal.

2006 ARNUAL REPORT
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FACOM In 1918 in Paris, Facom Toals' only product was a
burnishing wrench referred to as the "Madame 101", sold

exclusively to the French railroad. Today, professional mechan-

ics at the train maintenance site in Hellemas, near Lillg in
northern France, rely upon the accuracy and capabilities of

Facom® tools and tool storage items, including new socket sets

and ratcheting wrenches, for maintenance of the TGV high-
speed train operated by France’s national railway company,
SNCF {Saciété Nationale des Chemins de fer Frangais).

THE STANLEY WORKS
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EMERGING MARKETS Through 300
Stanley outlets in China, end user profes-
sionals have ready access to over 550
Stanley® Facom® CST/Berger® Stanley®
FatMax® Proto® Bostitch® and Mac® tools.

In India, The Stanley Works India’s hand
tools distributor, T. M. Mohamedally. has
many years experience providing automo-
tive tools, precision toals, woodworking
tools and related products to professional
end users. Utilizing mobile distribution

MROUAA32D

2 R

and a fixed storefront in Mumbai, this key
distributor has partnered with Stanley to
advance its business devefopment.
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THE S&G*® TOUCHVAULT™
SELF SERVICE SAFE DEPOSIT
BOX SYSTEM

SCOTIABANK Scotiabank, one of North America’s leading financial institetions

and Canada’s most international bank, utilizes Stanley Security Solutions for many of
their branch and ATM security camera needs. Stanley’s proprietary Intivid™ digital video
recarding technology facilitates the reliable and efficient recording of branch and ATM
activity through these cameras. Financial institutions, including banks, represent an
important market for Stanley Security Solutions’ integr@tion and service capabilities,
automatic doors, commercial hardware items and numerous locking solutions.

THE STANLEY WORKS
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The Stanley Works' vision — to becdme a global leader in
commercial security — was ad\(anced considerably again in
2008, as sales climbed to nearly $300 million, or 22% of
consolidated sales, frdm appro:ximattely $200 million, or 9%
of consolidated sales, in 2002. Operating margins of 15%
in 2006 and 2005 megn that Security is performing consid-
erably above Companly averagg

Stanley Security Solutions (SSS} completed three small
strategic acquisitions|that added apprommately $25 million
of annual revenues, estabhshed Ieadlng shares in local
markets and are moving SSS closer to being uniquely posi-
tioned to offer customers integrated security solutions,
via direct sales and service forces, globally:

o Automatic Entranlces of Coloralldo, inc., a distributor
and |nstaIIer of automatic door solutions in western
states. |

o Automatic Door Systems! Ine.,) a Louisiana-based

Lo . H {. . )
distributor and installer of automatic door solutions in
Southeastern states.

o GDX Technologit‘zs, Ltd., a UK laccess control provider

with strong new product delvelt}pment capahilities.
Successful integrati?ns of these and previously-acquired
_companies enabled tpe busin?ss tolserve customers effec-
tively. Meanwhile, considerable progress on systems and
management develop‘)ment positioned SSS to take the next
major growth step - the addition of HSM Electronic
Protection Services, Inc. toI the portfolio in early January

of 2007.

HSM will continue |ts focus on dellvlenng the high quality of
customer service that earned it Secunty Distributing &
Marketing (SOM) !l'Aagazmes 2005 Dealer of the Year
Award. HSM was t|he first natlonral security company to
receive that industry award injits 26-year history. In addition
to allowing HSM to maintain thatlhigh leve! of customer
service, joining Stanley wdl facilitate expansion of the
basket of services HSM was prewousiy delivering.

SECURITY SOLUTIONS: HIGHLIGHTS
A GLOBAL VISION

As IT and access security technologies and platforms
converge, Stanley Convergent Security Solutions {Staniey
Systems Integration + HSM Commercial Monitoring) is
uniquely positioned to benefit from that convergence in
the electronic access/manitoring side of its portfolio. At
the same time, Stanley Mechanical Access {automatic
doars, locking and hardware) is well-positioned to grow
organically and via acquisitions.

Through its Sargent & Greenleaf subsidiary,
Stanley Security Solutions’ offering for banks
includes a variety of vault, ATM, night deposit
and safe deposit locking systems.

The $&G® Touchvault™ system shown on the
page at the left is a secure self-access safe
deposit box system. This system utilizes secure
biometric fingerprint technology to authenticate
customers and control access. This solution
eliminates the need for safe deposit keys,
allowing customers secure, unescorted access
to the vault and safe deposit boxes.
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COPPIN STATE UNIVERSITY A comprehensive access security
system will accommaodate aggressive growth plans for several new
facilities of the Facilities Master Pian, developed by the Office of Capital

AL b T e M AT TR R S i T e

Planning at Coppin State University in Baltimore, MD. Stanley Security

Solutions is integrating the system, which includes Stanley’s Data Link

database integration and B.A.S.1.S.® access control software, turnkey
systems for identification management, intrusion and fire detection,
CCTV, network video encoders and recorders, Code Blue emergency
phones, a new security ethernet network and an extended warranty
service cantract for maintenance.
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YORK HOSPITAL The York Hospital in York, PA became a customer
in 2005 when Stanley Security Solutions was called upon to resolve
interfacing issues left by a prior general security contractor. Stanley
service technicians completed the installation of card readers and
magnetic locks, and successfully resolved the interface issues. Stanley
was subsequently awarded a complete security integration project
including Magic Force™ swing door operators and card readers, and

is currently bidding on a more comprehensive service contract.
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TJX COMPANIES, INC. Stanley Security Solutions is a feader in providing access
security systems and service to North American retailers. A recent addition to the
Stanley customer family is Marshalls, the second largest off-price retailer in the U.S.
and a division of The TJX Companies, Inc. since 19395. The Marshalls chain operates over
700 stores across the U.S. Shown here are Stanley® Dura-Glide™ 3000 automatic single
slide doors with our SU-100 motion sensors in operation at Marshalls” Enfield,
Connecticut store location.
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HSM HSM Elecfronic Protection Services, Inc., the latest addition to the
Stanley Security family, designs|and integrates security alarm maonitoring solutions

for commercial customers across North America. Utilizing the most modem video

. i L
surveillance equipment and a new state-of-the-art alarm monitoring central

station in Minneépolis, Minnesota that operates 24 hours daily, 7 days per week,

52 weeks per yeelr, HSM offers professional and reliable monitoring services

- ] N . . RVICES
that facilitate best-in-class rapid response to emergency situations. HLECTRONIC PROTECTION SE
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STANLEY FULFILLMENT SYSTEM (SFS)

The Stanley Fulfillment System is the way we brlng
the highest levels of service, quallty and value to

Loy

customers. SFS has several key- dellverahles perlect

4

quality, service excellence optrmal cost and environ- -

mental health and safety |mprovements Integrated
into each business’ strategic plans are specltlc short-
and long- ter}n SFS objectives desrgned to improve
asset veloclty, ROCE (return on capltal employed),

productwrty and customer satisfaction.

3 ,r . / ‘\

L
SFS is an operatmg phllosophy afsenes of contmuous im-

provement’ methods fofﬂi?d on our people, processes and |

r
technology, as well as deep coIIaboratwe reIahonshlps wrth
customers and suppllers - : ‘

\ ‘ ’/

People: At Stanley our’ people are our most impartant
asset. No smgle measre: that\we can\take is as important
as providing our peaple’ W|th the expertise that they need
to excel in thengobs Through a comprehenswe educatronal
program, we proyrde our assocrate\s with education in’ana-
Iytical and statistical methods/ ~Process |mprove/ment and
design, and the tatestt\echnology Delivered on a ]USt -in-time
basis and applied to real world problemS/thls combination
of pragmatic training and direct-application-of knowtedge
brings superior results. \\“

Processes: Stanley is in the midst of significantly trans-
forming the way we perform all our functions. We embrade
the concepts of Lean Production and we do not limit the
application of Lean Principles to manufacturing operations.
We extend them to our back office functions, pursuing goals
that include flawless execution, agility, efficiency and speed.
Introducing new ways of doing business into every part of
our organization facilitates standardization of functions
around best practices while maintaining the flexibility our
customers expect from a market leader.
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Information Technology Qur philosophy embraces the

. use of Ieadmg edgle technology that enables our people

andJ our processes‘t/o\delwer exceptlonal results. We are
renovating our entlre technology platform replating old,
d|ssrrn||ar systems W|th standardlzed world class technolo-
ay. Technology in and of |tse/lf -will.not bnng aﬁpetmye
advantage, however\usmg.lt t\o embed outstandlr}g process-
es into our businesses will. We are proceeding/at a steady

but rapid pace. |/ ) A

] I
Partnershrps Nothmg more clearly deflnes our SFS philos-
ophy tha}the phrase “it starts-and_ ends W|th the cus-

|

tomer\We beheve in building Iastlng partnersh|ps with qur
customers based on mutual goals and trust. Every process
at Stanley is geared towards dfellvenng superior value to
our customers. We also recognize ! the |mportance of trans-

/
/ parent, collaborative partnershlps wrth our suppliers and

the opportunity torburld upon and |mprove t/he strength of

our suppher network \ L )
. o s

S als DN aant

also represents\a strategrc advantage in the pursuit
of. key,acquusrtlo\ns IS{nce |/t provrdes the basis for successful
mtegratlon The integration handbook we developed via aur
O\A{n SFS~|mlpler“n5r1|tatlon provides leverage in its ready
application to acqmred companies. The result is often the

o
_rapid.implementation of operating improvements, yielding

expedited realization of synergy benefits. The Stanley

\ Fulfillment System |contributed immensely to our recent

performance improvement and this is evident in the
Scorecard measurements. We expect continued EH&S
improvements, customer service performance, quality
enhancements, cost reductions and asset efficiency
in 2007 and heyonh.
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SUMMARY OF SELECTED FINANCIAL INFORMATION

(Miliorsof Doflars, axcapt po share amocats [ 2006" | 2005 2004 2003 2002
Continuing Operat'ions
Net sales $ 4019 $ 3285 § 2997 $ 2485 3 2187
Net earnings $ M $§ m $ 2377 $ B8 § 159
Basic earnings per ?hare'

Continuing operatlons $ 355 $ 328 $ 289 $ 105 $ 179

Discontinued operatlons $ (0.01) $ (003 $ 158 $ 024 § 035
Total basic earningg per share L $ 315 $ 323 $ 447 $ 128 $ 214
Diluted eamings pe[r share: '

Continuing nperlations $ @ $ 318 § 28 $ 1.04 § 175

Discontinued operations- $ (0.01) $ 1002 $ 154 $ 023 $ 034
Total diluted eamir%gs per share $ 346 § 316 I 436 § 127 $§ 210
Percent of net salels:

Cost of sales | -~ 63.7% 64.0% 63.2% 65.8% 66.1%

Selling, general and administrative 23.8% 22.4% 23.1% 24.7% 22.9%

Interest, net 1.6% 1.0% 1.1% 1.1% 1.1%

Other, net 1.4% 1.5% 15% 1.6% (0.4)%

Earnings before income taxes .9.1% 10.9% 10.8% 4.8% 10.2%
Net earnings ’ ‘ I ’ 1.2% 8.3% 7.9% 35% 11%
Balance sheet daté:

Total assets™ $ 3935 $ 3545 § 285 $ 2424 $ 2418

Long-term debt $ 6719 $ 8% $ 482 $ 514 $ 563

Shareowners' equity $ 1552 $ 1445 $ 1237 $ 885 $ 1,010
Ratios:

Current ratio 13 2.1 17 1.6 18

Total debt to total capital 39.2% 42 4% 32.1% 432% 41.4%

Income tax rat'e -

continuing aperations 20.8% 24.1% 26.9% 25.5% 30.8%
Return on average equity —
continuing uperatlons 19.4% 20.3% 22.3% 9.3% 16.6%

Comman stock data

Dividends perlshare $ 118 $ 114 $ 108 $ 103 $ 099

Equity per shalre at year-end $ 1896 $ 1724 $ 1501 § 1088 $ 11.63

Market price per share — high $ 5459 $ 5175 $ 4833 $ 3803 $ 52.00

Market price per share — low $ 4.60 $ 4151 $ 3642 $ 2084 $ 273
Average shares o'utstanding {in 000'sk:

Basic 81,866 83.347 82,058 84,143 86,453

Diluted 83,704 85,406 84,244 84,839 88,246
Other information: ‘
Average number :of employees 17,484 14,332 13,448 12,330 12,133
Shareowners of record at end of year 12,755 13,137 13,238 13915 14,053

Item includes dlscuntlnued operanons

**  Diluted eamings per share in 2006 reflects $0.07 of expense for stock options related to the adeption of SFAS 123R, “Share Based Payment”. Sharecwners’ equity as of December
30, 2006 decreased $61 million from the adoption SFAS of 158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans — an amendment of FASE
Statements Ma. 87, 83, 106 an 132(R)" Refer to Note A Significant Accounting Palicies of the Notes to Consolidated Financial Statements for further information.
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COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN
AMONG THE STANLEY WORKS, S&P 500.STOCK INDEX
AND PEER GROUP 1

1
1

Set farth below is a line graph comparing the yearly percentage change in the Company's cumulative total shareholder return for the
last five years to that of the Standard & Poor’s 500 Stock Index (an index made up of 500 companies including The Stanley Works) and
the Peer Group. The Peer Group is a group of 11 companies, including Stanley, that serve the same markets Stanley serves and many of
which compete with one or mare product lines of Stanley. Total return assumes reinvestment of Fividends,

i

THE STANLEY WORKS COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN |

§260 T

$200

$150

$100

$50

S0 2001 2002 2003 2004 | 2005 2006

)
Stanley --.-- S&P 500 —O— Pe't;rGroup

|
The points in the above table are as follows: '

|
2001 2002 2003 2004 2005 2006
Stanley $1000 § 7616 § 8548 S 11473 § 153§ 12365
S&P 500 $ 10000 § 7780 § 10025  § 11145 § 1661 § 1350
Peer Group $ 10000 $ 10335  § 13551 § 17289  § 17413 § 20236

Assumes $100 invested on December 28, 2001 in Stanley’s common stock, S&P 500 Index, and the'Peer Group. The Peer Group consists -

of the following 11 companies; American Standard Companies Inc., The Black & Decker Corporatilon, Cooper Industries, Inc., Danaher
Corporation, lllincis Tool Works Inc., Ingersolf-Rand Company, Masco Corporation, Newell Hubberrr|1aid, Inc. Snap-0n Incorporated, The
Sherwin-Williams Company and The Stanley Works.
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MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The financial and business analysis below provides information which the
Company believes is relevant to an assessment and understanding of its
consolidated financial posmoln results of operatrons and cash flows. This
financial and business ana|y3|s should be read in canjunction with the con-
solidated financial statementls and related notles.

The following discussion and‘ certain other selctions of this Annual Report
on Form 10-K contain statements reflecting the Company's views about its
future performance and codstrtute forward -tooking statements™ under
the Private Securities Lrtrgatron Reform Act of 1995. These forward-locking
statements are based on cu'rrent expectations, estimates, forecasts and
projections about the industr{r and markets in |which the Company operates
and management’s beliefs and assumptions. Any statements contained
herein {including without Iianitation statements to the effect that The
Stanley Works or its management ”believe's". “expects”, “anticipates”,
“plans” and similar expressions) that are not:statements of historical fact
should be considered forwa%d-looking,stater'nents. These statements are
not guarantees of future perlformance and imlrolve certain risks, uncertain-
ties and assumptions that are difficuit to predict. There are a number of
important factors that could!cause actual results to differ materially from
those indicated by such forward looking statements These factors include,
without limitation, those set forth or moorpor‘ated by reference, on page 45
under the heading "Cautionalry Statements”™. ﬁ'he Company does not intend
te update publicly any forward-looking statements whether as a result of

. , | .
new information, future events or otherwise.

BUSINESS OVERVIEW

The Company is a worldwide supplier of consumer products, industrial tools
and security solutions for prqfessmnal commercra! industrial and consumer
use, Its operations are classrfled inta three tlrusmess segments; Consumer
Products, Industrial Tools arlrd Security Solutrons The Consumer Products
segment manufactures and markets hand tools consumer mechanics tools,
storage units and hardware These products are sold primarily to profes-
sional end users and distributed through retallers lincluding home centers,
mass merchants, hardware stores, and retail lumber yards}. The Industrial
Tools segment manufacturt:as and markets| professional mechanics and
hand tools, pneumatic toolls and fastenersl, storage systems, plumbing,
heating, air conditioning and roofing tools, hydraulic tools and accessories,
assembly tools and systems, and electronic|leveling and measuring toofs.
These products are sold td customers and distributed primarily through
third party distributors as w‘ell as through direct sales forces. The Security
Solutions segment is a pro\rider of access apd security solutions primarily
for retailers, educational, financial and healthcare institutions, as well as

) | . . ! .
commercial, governmental and industrial customers. The Company provides

an extensive suite of mechanical and electronic security products and sys-
tems including automatic doors, door closers, access controls, exit devices,
software and locking mechanisms, as well as a variety of security services,
security integration, related installation and maintenance services.

For several years, the Company has focused on a profitable growth strategy
and begun to transform itself from a mature 160 year old “American tool
company”, to an innovative, multi-national, diversified, industrial growth
business. This strategy has included approximately $2 billion of acquisitions
since the beginning of 2002, several key divestitures, the reduction of risk
associated with certain large customer cancentrations and increased brand
investments. Additionally, the strategy reflects management's vision to
build a growth platform in security while expanding the valuable branded
tools and hardware platforms. Over the past several years, the Company
has generated strong free cash flow and received substantial proceeds
from divestitures that were utilized to invest in the transformation of the
business portfolio.

Free cash flow, as defined in the following table, was $359 million in 20086,
$294 million in 2005, and $317 million in 2004, considerably exceeding net
earnings from cantinuing operations. The Company believes free cash flow
is an important indicator of its liquidity, as well as its ability to fund future
growth and provide a dividend to shareowners.

{Millions of Dollars} 2006 l 2005 2004
Net cash provided by

operating activities $ 43 $ 362 $ 2
Less: capital expenditures (60) (53) {48}
Less: capitalized software (20) (15) {7
Free cash flow |s 358 |§ 294 $ 37

The Company strives to reinvest its free cash flow in high return businesses
in arder to generate strong return on assets and improve working capital
efficiency. Significant areas of tactical emphasis related to execution of
this strategy and its ability to generate free cash flow, as well as events
impacting the Company’s financial performance in 2006 and 2005, are
discussed on page 40.

CONTINUED GROWTH OF SECURITY

SOLUTIONS BUSINESS

The Company further advanced its strategy of becoming a global market
leader in the commercial security industry. Annual revenugs of the Security
Solutions segment have grown to $887 million, or 22% of 2006 sales, up
from $105 miltion, or 5% of 2001 sales. Key events pertaining to the growth
of this segment in the past two years include the following:
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The Company completed the acquisition of HSM Electronic Protection
Services, Inc. ("HSM"} in January 2007 for approximatety $54% million
in cash. HSM, based near Chicago, lllinois, is a market leader in the
security monitoring industry, and has annual revenues of approximately
$200 million. HSM has a stable customer base, an extensive North
American field network and the second largest market share in the U.S.

- commercial monitoring market. The acquisition will serve as a growth
platform in the monitoring sector of the security industry. Management
anticipates HSM will be neutral to 2007 earnings, increasing to 20 to 25
cents per diluted share earnings in 2009, with approximately $38 mil-
lion of non-cash intangible asset amortization occurring in 2007 related
to acquired contracts,

During 2008, the Company completed three boit-on acquisitions for
a combined purchase price of $22 million, Automatic Entrances of
Colorado, Inc. {“Automatic Entrances”] is a distributor that sells, installs
and services automatic doors and gates in several western states in
the U.S., and Automatic Doors Systems, Inc. {“Automatic Doors™} is an
automatic door distributor that gperates in the southeastern U.S. Both
of these acquisitions were integrated into the branch structure of the
existing automatic doors business and inciease its geographic scope.
GDX Technologies Ltd. (“GDX") is a leading access control supplier in
the United Kingdom that possesses strong technological product deve!-
opment capabilities. GDX complements the existing European security
integration business.

In January 2006, U.S.-based Security Group, Inc. {**Security Group” | was
acquired for approximately $50 million. Security Group is comprised of
two primary operating companies; Sargent & Greenleaf, Inc. and The
SafeMasters Co., Inc. Sargent & Greenleaf, Inc. is a manufacturer of
medium and high security locks and locking systems for the financial,
government and retail markets. The SafeMasters Co., Inc. is a North
American access control provider offering a wide variety of physical
security installation, maintenance and repair services, with emphasis
on mechanical locking systems.

In May 2005, the Company completed the acquisitions of Precision
Hardware, Inc. {"Precision”) and Sielox Security Systems Pty. Ltd.
{“Sielox”}, for a combined purchase price of $48 million. Precision
manufactures and distributes exit devices, door closers and security
hardware in the United States and provides a complementary prod-
uct offering to the Company's existing mechanical access business.
Australian-based Sielox specializes in the installation and servicing of
electronic security systems far new censtruction projects.

The above acquisitions complement the existing Security Solutions’
product offering, increase its scale and strengthen the value proposition
offered to end user customers as industry dynamics favor mutti-solution
providers that offer “one-stop shopping” capabilities. The Company con-
tinues ta focus on integrating the acquired businesses as it expands the

suite of its security product and service offerings. In 2006 and 2005, vari-
Qus process improvement mmatlves were initiated including integration
of overlapping field serwce organizations and implementation of certain
common back office systems These integration efforts will continue for
the next two years. |

DRIVE FURTHER PRQFITABLE GROWTH IN BRANDED
TOOLS AND HARDV\{ARE

While diversifying the business portfolio through expansion inta Security
Solutions is important, management also recognizes that the branded
consumer products and indiJstrial tools businesses are the foundations on
which the Company was established and provide strong growth and cash
flow generation prospects. While these businesses are strong and profit-
able today, management is committed to growing these businesses through
innovative product development, brand support and relentless focus on
global cost competitiveness in order to maintain vitality over the long term.
Acquisition-related growthiwill also be pursued where appropriate. The
following matters affected }hese businesses:

> The Company has rigormljsly focused on innovation in order to enhance its
product development pipfeline and reduce commercialization cycle time. In
2005, 350 new SKUs we;re successfully launched including the AntiVibe®
Hammer, Quickslide™ Knife and FatMax® Hacksaw. Innovation continued
in 2006 with the success;ful launch of the largest new hand tools product
introduction in the Compgny's history. The FatMax® Xtreme™ product ling
commenced shipping at the end of March 2006 and was supplemented by
a second phase roll-out |n|t|ated in September 2006, which included the

initial faunch of FatMax“’XL in European markets.
{

In January 2006, the Company completed the acquisition of Facom S.A.
{""Facom’) for 407 millfon euros {$480 million) which was financed with a
combination of cash on hand and debt issuance. Facom, based in France,
is a leading European manufacturer of hand and mechanics tools with
annual revenues approxirnating $475 million. Facom designs, manufac-
tures and markets the majority of its tool product offerings to professional
automotive and industrial end users with its well-known industrial tool
brands: Facom®, Virax® !and USAG®. Facom operates primarily within
the premium industrial and automotive tools sector in Europe, while the
Company’s pre-existing E:uropean customer base is focused mainly on the
construction and D-I-Y ["do-it-yourself”) channels, As a result, the two
businesses complement each other and benefit from joint efforts in areas
such as product sourcing |and procurement.

On November 30, 2005, National Manufacturing Co. {"Nationat”)
was acquired for $174 million. National is a leading North American
manufacturer and supplier of builders’ hardware, marketing the major-
ity of its products throulgh the two-step cooperative channel to the
builder trade. National serves over 25,000 outlets with manufacturing
operations in the U.S,, C;anada and Mexico and has annual revenues

of approximately $175 million.
I
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> During 2006, the Company continued to}focus on the integration of
the recent Facom and Natrunai acqursrtrons with dedicated integration
teams. Cost reduction act‘rons for Natlonal resulted in the severance of
240 employees, rationalization of distribution processes and transitioning
of certain manufacturing Iar:tnrrtres to Asra The cost reduction actions
and integration will contrnue throughout 2007 Facom is profitable and
has experienced a long hrstory of success in professional markets in
Europe, especially in France and ltaly. Nonetheless, many of its preducts
are subject to competitive forces that wIiII likely require a significant
reformation of its cost structure and that of existing Stanley Europe.
Management is commrtted to performing such a reformation in order to
" ensure the long-term comr‘)etrtweness and preservation of the Facom and
Stanley tool franchises in|Europe. During 20086, the Company completed
& consultation process with its European|Works Council regarding the
reorganization of its Facom and Stanley hand tools activities in Europe
(these “Initiatives™). These Initiatives erI among other things, imple-
ment growth strategies and reduce costs by rationalizing manufacturing,
logistics, sales and support nrganrzatrons It will result in the severance
of approximately 580 embloyees the closure of two legacy Facom fac-
tories in France and four legacy Facom drstrrbutron centers located in
the United Kingdom, Belgrum Germany and Switzertand, The Company
estimates approximately $75 million'in casﬁr expenditures will be incurred
for these Initiatives, the majunty of which has been recorded in the Facom
purchase price allocation. These Inrtlatrves commenced during the latter

half of 2006 and rmp!emelntatron will contrnue throughout 2007.

> In July 2006, the Company acquired approximate!y 67% of the out-
standing shares of Besco Pneumatic Cnrporatron ("Besco”), a leading
manufacturer of pneumatrc tools for $38 mrllron in cash, Over the next
five years, the Company Iwrll have the nprron to increase its ownership
by an additional 15% to an ultimate ownelrshrp of 82%. Besco, which is
headquartered in TalwanI and also has operatrons in China, possesses
state-of-the-art research and develupment capabilities and efficient pro-
duction facilities. Besco was one of Stanley fastening system'’s significant
suppliers and appruxrmat‘ely half of its 2005 sates of $38 million were
to the Company. The acqursrtldn is a key step in reducing the fastening
systems business’ exrstrng cost structure and will facilitate the pursuit of

business in emerging markets arded by Besco s brand strength in Asia.

CONTINUE TO INVEST IN THE STrANLEY BRAND

. | .
The Stanley® brand is recagnized as one of the world’s great brands and is
one of the Company’s most I\raluable assets. (Brand support was increased
during 2006, 2005 and 2004, including télevision advertising campaigns asso-

r
ciated with new product roll-outs, contrnued NASCAH racing sponsarships as

well as more print and web- Based advertrsrng that generated approximately
one hiflion brand impressions annuaily These advertising and marketing
campaigns yielded strong results as evrdenced by various hand tools metrics
during 2006; web traffic increase of 31% salles lead increase of 9%; brand

. L )
awareness increase of 30% and intent to buy increase of 30% versus 2005.

INSTITUTIONALIZE THE STANLEY
FULFILLMENT SYSTEM

The Company continued to practice the operating disciplines specified by
the Stanley Fulfillment System {"SFS"}, which is a continuous operational
improvement process committed to increasing customer and shareowner
value. SFS's core disciplines consist of striving to achieve perfect quality,
sarvice excellence, optimal cost, and environmental health & safety. The
Company applies SFS to many aspects of its business including procure-
ment, maximizing customer fill rates, acquisition integration, and other
key business processes. The SFS program helped to mitigate the impact of
material price inflation that was experienced in recent years. In 2007, the
Company plans to expand its efforts to leverage SFS across the enterprise
with the intent of increasing working capital turns, decreasing cycle times,
and increasing customer satisfaction.

Aside from the strategic commentary above, four other matters having
a significant impact on the Company's results were inflation, currency
exchange rate fluctuations, share repurchase and stock option expensing.

The Company has been negatively impacted by inflation, primarily
commodity and freight, which has increased costs by approximately
$85 million over the past two years. During this period, the Company
has recovered approximately 68% of the cost increase through pricing
actions, and largely offset the remainder through various cost reduction
initiatives. The Company expects the negative impact of inflation during
2007 will be in the range of 360 — $85 million, and plans to recover more
than two-thirds of this impact through pricing, and offset the remainder
through productivity actions,

In recent years, the strengthening of foreign currencies had a favorable
impact on the translation of foreign currency-denominated operating
results into U.S. dollars. It is estimated that the favorable impact of
foreign currency translation, including acquired companies, contributed
$0.04 and $0.12 of diluted earnings per share from continuing operations
in 2005 and 2004, and had no effect on 2006 earnings per share. This
impact was principally from the Canadian dollar and Asian currencies in
2005 and European currencies in 2004, Fluctuations in foreign currency
exchange rates relative to the U.S. dollar may have a significant impact
on future earnings, either positive or negative.

During 20086, the Company repurchased 4 millien outstanding shares of its
common stock for $200 million. This stock repurchase program was accre-
tive to diluted earnings per share by approximately 13 cents in 2008. This
was partially offset by the issuance of 2.1 million shares of common stack
under various employee plans.
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In 2006, the Company adopted Financial Accounting Standards Board
Statement No. 123 {revised 2004), “Share-Based Payment” (“SFAS
123R"), which requires all share-based payments, including grants of
employee stock options, to be recognized as an expense in the Consolidated
Statement of Operations based on their fair values as they are earned by
the employees under the vesting terms. Pursuant to the adoption of SFAS
123R, the Company recognized $9 million of non-cash, pre-tax stock option
compensation expense in 2008, which negatively impacted diluted earnings
per share by 7 cents compared to the corresponding 2005 period. Refer
to Note A.Significant Accounting Policies of the Notes to Consolidated
Financiat Statements for further discussion of the adoption of SFAS 123R.

RESULTS OF 0P_E_RATIQ!\|§ _______________________
Below is a'summary of the Company's operating results at the consolidated
level, followed by an overview of business segment performance. The terms
“arganic” and “core” are utilized to describe results aside from the signifi-
cant impact of acquisitions and do not include their results of operations
until they have reached their respective one year anniversary dates. This
BnSures éppropriate comparability to operating results of prior periods.

NET SALES Net sales from continuing operations were $4.019 billion in
2006, as compared to $3.285 billion in 2005, a 22% increase. Acquisitions
contributed 21% or $689 million of the sales increase. Organic sales
increased 1% driven by relatively consistent volume, pricing levels and for-
gign currency impact compared to the prior year. The grganic increase was
generated by share gains achieved in the consumer hand tools and automat-
ic doors businesses offset by price and volume declines experienced in the
fastening systems business. Favorable foreign currency translation in the
Americas and Europe was partially offset by a negative impact from Asia.

Net sales from continuing operations were $3.285 billion in 2005, as
compared to $2.997 billion in 2004, a 10% increase. Acquisitions contrib-
uted 6% or $167 million of the sales increase. Organic sales increased
4% driven by 2% volume growth, 1% favorable foreign currency and a 1%
pasitive pricing impact. The organic volume growth was attributed to strong
Consumer Products demand based on successful consumer hand tool and
garage storage new product introductions, as well as increases in several
Industrial Tools businesses, principally industrial mechanics tools, hydraulic
tools, leveling / measuring tools and fastening systems. Favorable foreign
currency translation in Canada and Asia increased net sales by 1%.

GROSS PROFIT The Company reported gross profit from continuing
operations of $1.459 billion, or 36% of net sales, in 2006, compared to
$1.18% hillion, or 36% of net sales, in the prior year. The acquired busi-
nesses increased gross profit by $265 million. [ncluded in the 2006 gross
profit is the unfavorable impact of $22 million in non-cash inventory
step-up charges related to the initial turnover of acquired inventory. Gross
profit for 2006 was 37% of net sales excluding this non-recurring item,
primarily due 1o the positive impact of the Facom acquisition. Core gross
profit as a percentage of net sales was 36% in 2006, which was consis-

tent with the prior year. The benefits of prior cost reduction actions, pro-
ductivity improvements fram the Stanley Fulfillment System, and pricing
actions offset continued margin pressure from commodity and other infla-
tion which resuited in appré:ximately $48 million of additional costs, and a
decline in fastening systems. The Company expects inflation to increase
2007 costs by approximately $60 — $85 million, which management plans
to mitigate through variou:s customer pricing actions and continued cost
reduction and productivity initiatives. The fastening systems’ gross profit
decline reflected lower séles volumes. a result of weakening housing
markets and price erosion, as well as a commitment to shed unprofitable
business; gross profit in this business was further impacted by commod-
ity cost inflation. Management launched an extensive cost reduction
initiative with the objective to return fastening systems’ to acceptable
profitability over a two yealr period.

The Company reported gross profit from continuing operations of $1.181

billion, or 36% of net sales, in 2005, compared to $1.104 billion, ar 37%
of net sales, in the prior year. Acquisitions increased gross profit by $52
million. The remaining $25 tpillion improvement was primarily attributed to
the increase in organic sales velume and continued benefits of the Stanley
Fulfillment System. As a percentage of sales, the year cver year gross
margin rate decline primarii{/ stems from unfavarable mix and cost absorp-.
tion in the fastening business, and to a lesser extent the impact of recently
acquired businesses which possess lower gross margin percentages until

integration synergies are r:ealized. During 2005, there was carryover of
commodity inflation from 2004 which resulted in approximately $46 million
of additional costs that we:re mostly recovered through favorable pricing
actions and cost reduction initiatives.

SG&A EXPENSES Selling, general and administrative expenses from
continuing operations were $955 millian, or 24% of net sales, in 2006, com-
pared to $737 million, or 22% of net sales, in the prior year. The increase of
$218 million primarily relates to acquired businesses that increased costs
by $192 million, $11 millio? of increased non-cash stock compensation
expense principally associated with the adoption of stock option expensing
during 2006, and $11 million of increased brand support. Excluding acquisi-
tions, SG&A as a percentage of sales increased slightly to 23% of net sales
compared with 22% in 2005 due to the items desciibed above, partially

offset by benefits received from prior restructuring actions. |
[

Selling, general and administrative expenses from continuing operations
were $737 million, or 22% of net sales, in 2005, compared to $691 million,
or 23% of net sales, in the{prior year. The increase of $46 million mainly
pertains to acquired busine:.:ses that increased costs by $34 million, and
$14 million of increased brand support. Excluding acquisitions, S6&A as a
percentage of sales decreased 50 basis points compared with 2004 levels
daespite the higher brand su'pport expense due to sales volume leverage,
lower Sarbanes-Oxley compiiance costs and effective cost controls.
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INTEREST AND OTHER-NET Netinterest expense fram continuing
operations in 2006 was $65 ‘millron compared te $34 million in 2005. The
increase was mainly due to the November 2005 issuance of $450 million
in junior subordinated debt slecuntres 10 fundlacqursrtlons and to a lesser
extent increased commercral paper horrowmgs resulting primarily from the
execution of the $200 million share repurchase program in the first half
of 2006, along with higher appllcable short-term interest rates. Interest
expense will increase in 2007 due 10 borrowrngs associated with the
January 2007 acquisition of HSM for 3545 mllllon the earlier discussed net
earnings expectations for HSM contemplate the interest costs related to
financing the acquisition.

Net interest expense from continuing operations in 2005 was $34 million,
consistent with 2004 levels. |Interest expense was held fairly constant in a
period of rising interest ratesI through the mairl‘ttenance of overall lower debt
levels during most of 2005 and application of effective hedging strategies.

Other-net from continuing operations represented $57 million of expense
in 2006 compared to $48 mrllllon of expense |n 2005. The increase was pri-
marily driven by $3 million of higher rntang|ble asset amortization expense
associated with acquisition jactivity, a $4 mrIIron pension plan curtailment
charge in the UK., and a $5 million increase in foreign currency losses,
partially offset by lower enlvironmental expense and decreased losses on

the sale of fixed assets.

Other-net from continuing operattons represented $48 million of expense in
2005, an increase of $2 mrllron over 2004. The slight increase was primarily
driven by $6 million of h|gher intangible asset amortization associated with

acquisition activity partially offset by:lower foreign currency losses.

INCOME TAXES The Company’s ef_fective income tax rate from continu-
ing operations for 2006 was 21% as compared to 24% for 2005 and 27%
for 2004.

The lower effective tax rate in the current year compared to 2005 is
driven by the realization of credits agalnst U.S. taxes and the inclusion
of the European-based Farlzom acqursrtron Additionally, substantial costs
were incurred in 2005 for|the repat!riation of foreign earnings under the
American Jobs Creation Act and such costs were not incurred in 2006. It
is anticipated the 2007 efflectlve tax rate V\:.'I“ increase to within a 25% to
27% range, in part because eertain credits affecting the 2006 and 2005 tax

rate will not re-occur.

The decrease in the effective income tax rate in 2005 compared to 2004
reflects a higher proportion of taxable income in countries with lower statu-
tory rates, as well as the recording of a $5 million tax benefit pertaining to
the execution of tax plannlng strategres enabling the reduction of a previ-
ously prowded valuation allowance on future utilization of certain prior year
European net operating losses. Also*a $17 mithion tax benefit was recorded

. . | . . .
arising from the final settlement of various tax contingencies based on the

resolution of income tax audits in 2005. In October 2004, the American
Jobs Creation Act of 2004 {the "Act”) was signed into law. The Act created
a temporary incentive for U.S. corporations to repatriate foreign earnings
by providing an 85 percent deduction for certain dividends received from
controlled foreign corporations. During 2005, the Company repatriated
$250 million in foreign earnings and recorded $16 miltion of tax expense
pertaining to the repatriation.

DISCONTINUED OPERATIONS Net loss from discontinued operations
of $1 million in 2006 primarily relates to the previous operating results and
loss from the sale of the UK. paint decorator tool business in March 2006.
In 2005, the Company announced the planned sate of two small businesses:
the U.K. paint decorator tool business and a small appliance hinge busi-
ness. The operations of these two held for sale businesses, along with the
resolution of tax and other matters associated with the 2004 divestitures,
resulted in a net loss from discontinued operations of $2 million in 2005.
Net earnings from discontinued operations were $130 million in 2004,
reflecting a $95 million net gain on the March 2004 sale of the residential
entry door business, a $24 million net gain on the December 2004 divesti-
ture of the home décor business, a $4 million net loss on the sale of a small
German paint roller business, as well as the operating results of these
discontinued operations.

BUSINESS SEGMENT RESULTS

The Company's reportable segments are an aggregation of businesses that
have similar products and services, among other factors. The Company
utilizes operating profit, which is defined as net sales minus cost of sales,
SG&A and allocated corporate and commen expenses; and operating profit
as a percentage of net sales to assess the profitability of each segment.
Segment operating profit excludes interest income, interest expense, other-
net, intangible asset amortization expense, restructuring and asset impair-
ments, and income tax expense. Refer to Note O Restructuring and Asset
impairments and Note G Goodwill and Other Intangible Assets of the Notes
to Consolidated Finangial Statements for the amount of restructuring charges
and asset impairments, and intangibles amortization expense, respec-
tively, attributable to each segment. As discussed previously, the Company’s
operations are classified into three business segments: Consumer Products,
Industrial Tools, and Security Solutions.

CONSUMER PRODUCTS
{Milliors of Dollnrs}

l - 2006 | 2005 2004

$ 1329 .18% 1098 $ 1.043

Net sales from
continuing operations

Dperating profit from
continuing operations $ . 210 $ 185 P N

% of Net sales | . 15.8% 16.9% 16.4%
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Net sales from continuing operations of Consumer Products increased 21%
in 2006 compared to 2005. Of this increase, acquisitions, predominantly
Nationat, accounted for 18%, while organic volume and price rose 2% and
1%, respectively. Foreign currency did not significantly impact sales. The
consumer hand too! business continued to achieve share gains from the
strong performance of the new FatMax® Xtreme™ and FatMax®XL™ product
lines which launched in the U.5. and European markets, representing the
largest new hand tools product introduction in the Company's history. At
the same time, the FatMax® range of product offerings delivered growth
through continued premium innovation, distribution point expansion and
related brand support, This favorable performance was partially offset by
lower volumes in the consumer storage and mechanics tools businesses.
The prior year sales in the cansumer storage business reflected higher vol-
ume from the initial launch of garage starage products. The 110 basis point
decline in segment operating margin is primarily due to $8 million of non-
cash inventory step-up amortization from acquisitions, the dilutive impact
of National margins due to its legacy high-cost manufacturing structure
which the Company continues to transition to low cost countries, increased
brand support, and commodity cost inflation, partially offset by savings
derived from price recovery initiatives and prior cost reduction actions.

Consumer Products” net sales from continuing operations in 2005 repre-
sented a 5% increase over 2004. Of this 5% increase, the November 2005
National acquisition contributed 1% while organic volume increased 3%
driven by strength in the hand tools and consumer storage business associ-
ated with successful new product introductions. The effects of currency
and pricing contributed equally to the remaining 1% increase. Solid organic
sales growth was achieved despite an unanticipated inventory correction by
certain large North American customers in Degcember 2005 which negatively
impacted sales by approximately $30 million versus normal levels. Operating
margin improved 50 basis points primarily due to leverage associated with
the increase in sales volume.

INDUSTRIAL TOODLS

[ oo |

{Miltions of Doliars) 2005 2004
Net sales from '

continuing operations $ 1803 $ 1370 $ 1293
Operating profit from :

continuing operations I$ 159 {3 136 § 133
% of Net sales | 8.8% 9.9% 10.3%

Industrial Tools’ net sales increased 32% in 2006 compared to 2005, primar-
ily driven by the Facom and Besco acquisitions, which increased sales by
$452 million or 33%. Favorable pricing actions and favorable foreign curren-
¢y collectively contributed 1%, and were more than offset by a core volume
decline of 2%. The majority of this decrease was due to fastening systems
organic sales declining 7% compared to the prior year stemming from weak-
ness in the U.S. construction market and management’s commitment 1o turn
down unprofitable business. This decline more than offset strong results in
the Mac Tools, Facom, hydraulic toels, industrial tools and storage business-
es, as organic sales aside from fastening systems increased 3% in 2006

b

compared to the prior year! Mac Tools continues to benefit from improved
retention of its distrib'utors: based on management actions initiated early
in the year. Industrial tools and sterage and the hydraulic tools businesses
obtained share gains from t;he success of new product introductions in the
oil and mining industries as,demand for such commodities remained strong
during 2006. Operating profit as a percentage of net sales decreased by 110
basis points due to $13 mill;ion of non-cash inventory step-up amortization
associated with the Facom'acquisition, commodity inflation, supply chain
inefficiencies in certain businesses due to increased backlog. and the sales
volume decline and cost inefficiencies experienced by the U.S. fasten-
ing systems business, partially offset by the accretive impact of Facom.
Management is committed to restoring the fastening systems bustness’
leng-term cost competitiveness by continuing the migration of production
10 Asia, reducing the overa!I SG&A and manufacturing footprint, as well
as SKU rationalization. Additionally, the acquisition of Asian-based Besco
and the opening of a new manufacturing facifity in China during 2006 will
strategically aid the fastenin'g systems bustness’ long-term vitality.

Industrial Tools' net sales inllcreased 6% in 2005 from 2004. The carryover
effect from the 2004 CST/Berger and related 2005 acquisitions contributed
nearly 1% of the sales increase. The 5% organic sales increase was comprised
of 3% volume and 2% price. :Saies volume rase on continued strong demand
in the industrial mechanics tools, hydraulic tools, laser leveling tools, and stor-
age businesses, and to a Iessér extent fastening systems. These volume gains.
werg partially offset by declings in the Mac Tools and assembly technologies
businesses. Industrial mechanics tools’ increase in volume was driven by
share gains achieved from new product introductions and impraved customer
service. Hydraulic tools also benefited from new product introductions as well
as higher product demand associated with the steel scrap market which was
driven by the strong global derpand for steel. Laser leveling tools continued to
increase its market share in the U.S. and European professional markets due
to new product offerings. Although demand began to slow during the latter
half of 2005, fastening system's achieved moderate sales growth during 2005
based on demand from the U.S. construction and industrial channels along
with the success of innovative nail products. The storage business increase
in volume was driven by the successful launch of a vertical lift modute auto-
mated storage and retrieval s{wstem as well as strong demand experienced
in the industrial, heavy truck, and automotive dealership markets. Assembly
technologies was affacted by \o}reakness in the U.S. auto industry, as the “Big
3" automakers continued to reduce capital expenditures in conjunction with
other cost reduction initiatives! Mac Tools sales fell due to a decline in the
number of distributors in 2005 tg:ompared to 2004 as dealer attrition outpaced
recruiting efforts. However, the average sales per Mac Toals' distributor was
up 4% versus 2004 and operatir'llg margin improved slightly. Operating profit in
2005 was $136 million, or 9.9%: of net sates, up slightly compared to $133 mil-
lion, or 10.3% of net sales, in 2004. The 40 basis point decline in the operating
margin rate, despite the sales vqlume increase, was primarily due to increased
freight costs, as well as unfavarable mix and cost absorption in the fastening
business where manufacturing v"clume was lower in 2005 compared to 2004 on
improved inventory management.
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SECURITY SOLUTIONS |
{Millions of Dollars) 2006 -I 2005 2004
Net sales from ;

cantinuing operations $ 8w $ 818 § 662
Operating profit from ;

cantinuing operations $ 134 j[§ 124 $ 108
% of Net sales || 1B1%!]  151% 16.3%

During 2006, Security Solutio‘ns' sales increased 8%. Acquisitions contrib-
uted 4%, organic sales volume 2%, pricing 1%, and currency 1%. The auto-
|

matic doors business continued to grow its service revenue and achieved”

strong national account share gains driven by|the favorable impact of new
product introductions, new store openings and increased modernization
of pre-existing stores. The Irnechanical access business benefited from
new product introductions ar‘ld its expanded |ability to provide customers
with virtually all of their vari%:d mechanical product needs. In addition, the
Security segment as a wholle benefited from the growth and continued
integration of its national service footprint. The 2006 operating margin as a
percentage of net sales was Iccnsistent with é005 as the favorable impact
from pricr cost reduction and mtegratlon actlolns were negated by commod-
ity cost inflation and the dllutrve tmpact of lrecently acquired companies

i
until integration initiatives unfald.

Security Solutions’ sales increased 24% in 2005, Excluding acquisitions,
organic sales increased 2%.| Sales volume ar'1d favorable foreign currency
each represented 1% of the organlc 1ncrease The increase in organic val-
ume was driven by the North American mecrllanlcal access and €lectronic
security integration businesses, partially offset by declines in the North
American automatic door and Blick U.K. security businesses. The strang
sales velume achieved by th:e mechanical access business was driven by
increased demand from its natlonal accounts based on the continued abil-
ity to provide a diversified product offering to such customers, while the
North American security inte‘gration business'benefited fram strong market
conditions. The decline in Blick was attributable to overall softness in the
U.K. economy, while the auto'matic doors busi'ness was negatively impacted
by the non-recurrence of a major project upbrade at a large customer as
compared with 2004. Acqmsmons comnbuted $17 million of operating
profit. The operating margH rate decrease i |s primarily attributed to unfa-
vorable mix as a result of a h|gher proportlonI of electronic access sales as
compared to mechanical access, as well as|the impact of recent acquisi-
tions as integration synergies were not yet ‘fully achieved, and there was
unfavorable impact from non-recurring inventory step-up costs in purchase
accounting. However, the sgcond half 2005(operating margin was 15.8%
compared to 14.4% in the first half, r'eflectilng the benefit of various cost
reduction initiatives including headcount reductions at several of the busi-
nesses, pragress in the intelgration of field s,:ervice organizations and back
office systems, and the continued roll-out of the Stanley Fulfillment System

. .
to recently acquired businesses.

RESTRUCTURING ACTIVITIES
At December 30, 2008, the restructuring and asset impairment reserve bal-
ance was $63.1 million, which the Company expects to be fully expended by
the end of 2007. Restructuring charges in 2007 are expected to increase to
approximately $.20 per diluted share. A summary of the Company's restruc-
turing reserve activity from December 31, 2005 to December 30, 2006 is as
follows {in millions):

Acquisition Net
{Millicas of Doltarsy 12/31/05 Impact  Additions Usage Currencyl 12/30/06 [
Acquisitions .
Severance § 22 § 685 $ 04 § (164 § - $ 547
Facility Closure - 27 - (0.3} - 24
Other 0.1 20 05 (1.4} - 15
2006 Actions - - 19 (23) - 26
Pre-2006 Actions 286 - 1.0 (1.8} 0.1 1.9
$ 49 § 732 § 138 § (283 S 01 | § 63

2006 ACTIONS During 2006, the Company initiated a cost reduction ini-
tiative in order to maintain its cost competitiveness and vitality. Severance
charges of $11.9 million were recorded during the year relating to a reduc-
tion of 728 employees. Approximately $3.0 million of this charge pertained
to the Consumer Products segment; $4.5 million to the Industrial Tools
segment; and $4.4 million to the Security Solutions segment. Of these
amounts, $9.3 million has been utilized to date, with $2.6 million of reserves
remaining as of December 30, 2008. In addition to severance, $4.1 million
for a UK. pension plan curtailment was recorded in Other-net and $1.3 mil-
lion of related consulting costs were recorded in SG&A.

PRE-2006 ACTIONS Ouring 2005, the Company initiated a $5.7 million
cost reduction in various businesses, of which $4.6 million was recorded in
2005 and $1.1 million was recorded during 2008. The action was comprised
of the severance of 170 employees and the exit of a leased facility. Of this
amount, $5.0 million has been utilized to date with $0.7 million of accrual
remaining as of December 30, 2006. Approximately $4.3 million of this
charge pertained to the Security Solutions segment; $0.9 million to the
Industrial Tools segment; and $0.5 million to the Consumer Products seg-
ment. In addition, as of December 30, 2006, $1.Z million of reserves remain
relating to pre-2005 actions.

ACQUISITION RELATED During 2008, the Company completed a
consultation process with its European Works Council regarding the reor-
ganization of its Facom and Stanley hand tools activities in Europe (these
“Initiatives”). These Initiatives will, among ather things, implement growth
strategies and reduce costs by rationalizing manufacturing, logistics, sales
and support organizations resulting in the severance of approximately 580
employees, the closure of two legacy Facom factories in France, as well
as four iegacy Facom distribution centers located in the United Kingdom,
Belgium, Germany and Switzerland. The facility rationalization commenced
recently with the severance of approximately 440 employees, closure of
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the two French factories and exit from the United Kingdom distribution
center. The Company expects to complete these Initiatives during 2007,
Cash expenditures to be incurred for these Initiatives are estimated at
approximately $75 million, of which $59.4 million has been recorded 0
the Facom purchase price allocation and $0.7 million was reported as a
2006 restructuring charge. As of December 30, 2006, $6.6 million has been
utilized to date, with $53.5 million accrual remaining. Also, $1.4 mitlion of
asset impairments were recorded to Cost of Sales relating to inventory
rationalization associated with the plant shutdowns.

In connection with its acquisition of National, the Company recorded $8.0
million in severance costs for 243 employees and $0.3 million for facility clo-
sure costs to the purchase price aflocation, and $0.2 million was recorded
as a restructuring charge. As of December 30, 2006, $5.8 million has been
utilized with $2.7 million accrual remaining.

FINANCIAL CONDITION
LICUIDITY, SOURCES AND USES OF CAPITAL The Company's
primary sources of liquidity are cash flows generated from operations and
borrowings under various credit facilities.

CPERATING AND INVESTING ACTIVITIES The Company has histori-
cally generated strong cash flows from operations. In 2008, cash flow from
operations was $439 million compared to $362 million in 2005. The $77 mil-
lion improvement in 2006 versus 2005 is mainly attributable to higher cash
earnings on the strength of acquisitions, reflecting the removal of increased
non-cash expenses in 2006 {particularly inventory step-up amortization
associated with acquisitions, intangible asset amortization expense and
stock-based compensation expense}. Receivables, inventories and accounts
payable generated $11 million higher cash inflows in 2006 compared with
2005 due to increased receivable sales. These favorable impacts were par-
tially offset by cash outflows for restructuring activities which amounted to
$29 million in 20086, an increase of $20 million over 2005. In 2005, operating
cash flow totaled $362 million, down slightly from 2004.

Capital expenditures were $80 million in 2006, $68 million in 2005, and
$55 million in 2004. The higher capital expenditures in 2006 were driven
by upgrades of information systems, the incremental impact of normal
capital spending incurred by recent acquisitions, and equipment pur-
chases related to new preduct introductions. The increase in 2005 capital
expenditures versus 2004 was due to new product introductions, informa-
tion system upgrades and plant investments in China and Thailand. The
Company expects future capital expenditures to increase approximately
in proportion to its sales growth.

THE STANLEY WORKS

Free cash flow, as defined in the following table, was $359 miflion in 2006 and
$294 million in 20085, considerably exceeding net eamings from continuing
operations in a period of continued strong sales valume growth. The Company
beligves free cash flow is ari1 impaortant indicater of its liquidity, as well as its
ability to fund future growth and provide a dividend to shareowners..

{Millicna of Dollars) ! 2006 l 20056 2004
Net cash provided by : -

operating activities { $ 439 $ 362 $ 3
Less: capital expenditures {60) (53) {48)
Less: capitatized software {20} (15) n
Free cash flow i |ls 39 s 24 0§ 3w

I
Based on its demonstrated :ability to generate cash flow from operations as
well a3 its strong batance sheet and credit position at December 30, 2006,
the Company believes it has the financial flexibility to deploy capital to its
shareholders' advantage th:rough a combination of acquisitions, dividends,
debt repayment, and potential future share repurchases.

In 2006, acquisition spending totaled $572 million, primarily related to
Facom and Besco, and $20 :million of debt repayments associated with the
2004 acquisition of Blick. 2005 acquisition spending amounted to $287
million principally for the Nationai, Security Group, Sielox and Precision
acquisitions discussed pre\éiousiy. As part of its portfolio diversification
shift, in 2004 the Company received $205 million in net proceeds from sales
of the residential entry door and home décor businesses, and disbursed
$301 million for business acquisitions. In 2005, the $21 million of remaining
taxes due an the gain from these business sales were paid. Pursuant to its
profitable growth strategy, the Company will continue to assess its current
business portfolio for disposition opportunities and make acquisitions in
favored markets while minimizing the risk associated with large customer
concentrations. The Compaﬁy likely will complete additional 2007 acquisi-
tions requiring funding of approximately $50 — $75 million, aside from HSM
which was acquired for $545 million in January 2007,

During 2008, the Company entered into a sale-leaseback transaction of its
corporate headquarters buil;ding. Under the terms of the transaction, the
Company received $23 million in cash proceeds, reported in investing cash
flows, and recorded a deferred gain of $11 million which will be amortized
over the 15 year operating lease term. The cash proceeds were utifized to
pay down short-term borrowings. :

|

FINANCING ACTIVITIES The Company financed the HSM acquisition
with proceeds from existing short-term credit facilities and a new $500 mil-
lion 364-day bridge facility e:ntered into an January 8, 2007. The Company
remains committed to its current credit ratings and intends to refinance this
transaction with a combinafion of available cash, debt and equity-linked
securities, which it believes will be consistent with maintaining those ratings.
Management does not anticipate the need to issue common equity in the
short term in order to achievef this objective. However, the above refinancing
is expected to entail the issuance of common stock in the medium term.




Payments on long-term debt amounted to $4 million in 2008, $72 million
in 2005 and $154 million in 2004. Payments in 2004 reflect the maturity
of $120 million of debt on Mar:ch 1, 2004. Net repayments of short-term
borrowings in 2006 amounted‘ to a cash outﬂﬁow of $66 million as the
Company paid down commercial paper utilizing a partion of the strong
operating cash flows. Net short term borrowings provided cash inflows
of $103 million in 2005 and $20 million in 2004IThe increase in 2005 was
primarily attributed to commer‘mal paper |ssued to fund the 2005 acquisi-

tions aside from National.

In November 2005, the Company consummated a Section 144A offer-
ing, with registration rights, of $450 million of Enhanced Trust Preferred
Securities {"ETPS""} through |its unconsolldated trust subsidiary, The
Stanley Works Capital Trust|! {the “Trust” } Contemporaneously, the
Company borrowed the proceeds of the ETPS|offering from the Trust by
issuing $450 million of junior subordinated detl)t securities payable to the
Trust. The net proceeds wereI used to partially fund the acquisitions of
National and Facom which cIo:sed on Novemb:ar 30, 2005 and January 1,
2006, respectively. These se:I:urities and und'erlying junior subordinated
debt securities {collectively, tpe “securities”) feature a 5 year fixed rate
period ending December 1, 2010 and a floating rate period ending December
1, 2045. The fixed coupon was set at 5.902%! The obligations, tenar and
terms of the ETPS mirror thos'e of the junior s{rbordinated debt securities.
The securities can be redeemed by the Compény on or after December 1,

2010 without penalty for early payment.

In 2005, the Company ameqded its long-term {multi-year} $400 million
committed credit facility by increasing the flacility size to $550 million
and adding a multi currency !sub-limit of $25,0 million available in Euros
or Pound Sterling. This long-term credit facility matures in October 2009.
In addition, the Company ha‘s short-term Ilnes of credit with numerous
foreign banks aggregating $251 million, of wh|ch $191 million was available
at December 30, 2008. Shor‘t -term arrangem‘ents are reviewed annually
for renewal. Aggregate credit lines amounteg to $801 million. The $550
million committed credit facility is designated as a liquidity back-stap for
the Company’s commercial péper program. As of December 30, 2006 there
were no outstanding loans under this facility and the Company had $31
million of commercial paper o'utstanding. In ad:ditiun to these lines of credit,
the Company maintains a committed facility designed for the securitization
of certain trade accounts receivable for purposes of additional liquidity. As
of December 30, 2008, the Clompany's maximum available funds under this
arrangement were $87 million, of which $60 miltion was utilized.

In 2003, the Company filed|a Shelf Regrstratlun in the amount of 3900
million. At December 30, 20(|]6 the Shelf Regmtratmn was unutilized. This
filing represents a prospec‘tus which, if aclcompamed by a prospectus
supplement, would allow the Company to offer, issue and sell, together or
separately, debt, equity and 'other securities.

The Company increased its cash dividend per common share to $1.18 in
20086. Dividends per common share increased 3.5% in 2006, 5.5% in 2005
and 4.9% in 2004.

In 2006, the Company completed a stock repurchase program whereby it
repurchased 4 million outstanding shares of its common stock for $200
million. The Company will continue to assess the possibility of repurchas-
ing more of its outstanding common stock, based on a number of factors
including the level of acquisition activity, the market price of the Company’s
common stock and the current financial condition of the Company.

The Company's debt to capital ratio was 39% at the end of 2006, 42% at
the end of 2005 and 32% at the end of 2004. Reflecting the credit protec-
tion measures that are incorporated into the terms of the $450 million
ETPS, the debt to capital ratio of the Company is more fairly represented by
apportioning 50% of the ETPS issuance to equity when making the calcula-
tion. The resulting debt to capital ratio from this apportionment is 30% as
of December 30, 2006. This adjustment is consistent with the treatment
accorded these securities by the nationally recognized statistical ratings
organizations that rate the Company’s debt securities.

CONTRACTUAL OBLIGATIONS The following summarizes the
Company's significant contractual obligations and commitments that
impact its liquidity:

Payrants Dus by Period
2008 - 2010 -

{Millios of Dollars) l Total I 2007 2009 2011 Thereafter
Long-term debt $ 90 $230 $ 20 $ B $652
Operating leases m 29 38 21 23
Deferred compensation P 5 10 12 13
Pension funding

obligations® 17 17 - - -
Material purchase

commitments 36 9 18 9 -
Outsourcing and

other obligations 32 19 13 - -
Total contractual

cash obligations $1.146 $309 $ 99 8§50 5688

(a} The Campany anticipates that funding of its pension and postretirement bengfit plans
in 2007 will approximate $17 million, That amount principally represents contributions
either required by regulations ar laws or, with respect to unfunded plans, necessary to
fund current benefits. Tha Company has not presented estimated pension and postretire-
ment funding in the table abgve beyond 2007 as funding can vary significantly from year
10 year based upan changes in the fair value of the plan assets, actuarial assumptions, or
curiailment/settlement actions.

Aside from debt payments, for which there is no tax benefit associated with
repayment of principal, payment of the above contractual obligations will
tynically generate a cash tax benefit such that the net cash outflow will be
lower than the gross amounts indicated.
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OTHER COMMERCIAL COMMITMENTS

A of C i Expiration Per Pariod
2008-  2010-
{Millions of Dollars) ] Total | 2007 2009 2011 Thereafter
U.S. lines of credit $ 550 $ - 3§50 % - $ -
U.S. receivables .
securitization facility ‘8 87 - - -
nternational Yines of credit 251 251 - - -
Total commercial
commitments $888 $338 $50 § - $ -

Short-term borrowings, long-term debt and lines of credit are explained in
detail within Note | Long-Term Debt and Financing Arrangements of the
Notes to Consalidated Financial Statements. Operating leases and other
commercial commitments are further detailed in Note R Commitments and
Guarantees of the Notes to Consolidated Financial Statements.

MAB_KEt RISK -

Market risk is the potential economic loss that may result from adverse
changes in the fair value of financial instruments, currencies, commodi-
ties and other items traded in global markets. The Company is exposed
to market risk fram changes in foreign currency exchange rates, interest
rates, stock prices, and commodity prices. Exposure to foreign currency risk
results because the Company, through its global busingsses, enters into
transactions and makes investments denominated in multiple currencies.
The Company's. predominant exposures are in European, Canadian and
Asian currencies, including the Chinese Renminbi ("AMB’} and the Taiwan
Doltar. Certain cros‘s-currency trade flows arising from sales and procure-
ment activities as well as affiliate cross-border activity are consolidated
and netted prior to obtaining risk protection, primarily purchased basket
options. The Company is thus able to capitalize on its global positioning by
taking advantage of naturally offsetting exposures and portfolio efficien-
cies to reduce the cost of'pumhasing protection, At times, the Company also
enters into forward exchange contracts and purchased options to reduce
the earnings and cash flow impact of non-functional currency dencminated
receivables and payables, predominantly for affiliate transactions. Gains
and losses from these hedging instruments offset the gains or losses on the
underlying net exposures, assets and liabilities being hedged. Management
determines the nature and extent of currency hedging activities, and in
certain cases, may elect to allow certain currency exposures to remain
unhedged. The Company has also entered into several cross-currency
interest rate swaps, to provide a partial hedge of the net investments in
certain subsidiaries and better match the cash flows of operations to debt
service requirements. Sensitivity to foreign currency exposure risk from
these financial instruments at the end of 2006 would have been immaterial
based on the potential loss in fair value from a hypothetical 10% adverse
movement in all currencies. The Company follows risk management policies
in executing derivative financial instrument transactions, and does not use
such instruments for speculative purposes.

On July 21, 2005, China announced it will allow the RMB to fluctuate within
a very tight band {+/- .3% around the weighted average prior day close)
thereby etfectively adopiing a managed float and ending its decade-old
valuation de facto peg tu: the U.S. Doliar {"UUSD"”}. The initial appreciation
was 2%. Besides the inlitial move, the effect of that policy shift during
2006 was negligible as total appreciation of the RMB versus the USD at
year end amounted to only 3%. The Company sources significant products
from China and other Asian low cost countries for resale in ather regions.
To the extent the RMB or these ather currencies appreciate with respect to
the USD, the Company may experience cost increases on such purchases.
While the present 3% appreciation of the RMB should not generate mate-
rial cost increases for RMB denominated purchases, further appreciation
of this or other currenciels utilized for procurement could adversely affect
profitability. In the eventisignificant BMB or other currency appreciation
occurs, the Company waould initiate customer pricing or other actions in an
effort to mitigate the related cost increases, but it is possible such actions
would not fully offset the potential unfavorable impact.

The Company’s exposure 10 interest rate risk results from its outstanding
debt obligations, shart-term investments, and derivative financial instru-
ments employed in the management of its debt portfalio. The debt portfolio
is managed to achieve captital structure targets and reduce the overall cost
of borrowing by using a colmbination of fixed and floating rate debt as well
as interest rate swaps, ang cross-currency swaps. The Company's primary
exposure to interest rate risk comes from its floating rate debt in the U.S.
and Eurcpe and is fairly rlepresented by changes in LIBOR and EURIBOR
rates. At December 30, 2006, the result of a hypothetical two percentage
point increase in short-term LIBOR and EURIBOR rates waould not have
resulted in a material impa'ct on the pre-tax profit of the Company.

The Company has exposureito commodity prices in many businesses, partic-
ularly brass, nickel, resin, aluminum, copper, zinc, steel, and energy used in
the production of finished goods. Generally, commodity price exposures are
not hedged with derivative; financial instruments, but instead are actively
managed through customeerricing actions, procurement-driven cost reduc-
tion initiatives and other productivity improvement projects. In 2005, the
Company experienced approximately $40 million of commodity and energy
inflation, most of which was recovered through favorable pricing actions.
Such inflation increased costs by approximately $45 million in 2006, which
management mitigated through various customer pricing actions and cost
reduction initiatives. If commodity prices fluctuated to reach new historical
high levels, similar to those experienced in 2004, the Company’s exposure
gould increase from the exp:ected levels for 2007 as previously discussed.

Fluctuations in the fair value of the Company's common stock affect
domestic retirement plan expense as discussed in the ESOP section of
Management's Discussion and Analysis,

1
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The assets held by the Company’s defined benefit plans are exposed
to fluctuations in the market vlalue of securitie's, primarily global stocks
and fixed-income securities. IThe funding obligations for these plans
would increase in the event of adverse changes in the plan asset val-
ves. The Company employs a :conservative as:set allocation as well as
investment consultants to mitligate this risk, Il\Aanagement has worked
to minimize this exposure by freezing and terminating defined benefit
plans where appropriate.

Sales to The Home Depot amuulnted to 10% of 2006 consolidated net sales
from continuing operations. The Company has other significant customers,
particularly home centers and rpajor retailers, thpugh individually there are
nong that exceed 10% of conslolidated sales. Tlhe loss or material reduc-
tion of business from any such significant customers could have a material
adverse impact on the Company's results of oper'ations and cash flows, until
either such customers werg refnlaced or the C0r¥npany made the necessary

. | .
adjustments to compensate for, the loss of business.

The Company has access to financial resources and borrowing capabili-
ties around the world. There are no material instruments within the debt
structure that would acceleraula payment requirements due to a change in
credit rating. The Company hals the flexibility to elect deferral of interest
payments on its ETPS obligatio‘n for up to five years. The Company believes
that its strong financial position, operating cash flows, committed long-
term credit facilities and borrcljwing capacity, and ready access to equity
markets provide the financial ﬂlexibility necessary to continue its record of
annual dividend payments, to invest in the routine needs of its businesses,
to make strategic acquisitions and to fund other initiatives encompassed by
its growth strategy.

OTHER MATTERS

ENVIRONMENTAL The Company incurs costs related to environmen-
tal issues as a result of variclaus laws and regl;ulations governing current
operations as well as the rerﬁediation of pre\rfiously contaminated sites.
Future laws and regulations|are expected to be increasingly stringent
and will likely increase the Company's expenditures related to routine
environmental matters.

The Company accrues for anticipated costs|associated with investiga-
tory and remediation efforts|in accordance with appropriate accounting
guidelines which address prgbability and the ahbility to reasonably esti-
mate future costs. The liabilities are reassessed whengver circumstances
become better defined or remlediation efforts and their costs can be better
estimated. Subject to the imprecision in estirlnating future environmental
costs, the Company believes. that any sum it may pay in connection with
environmental matters in excess of the amounts recorded will not have

. [, \ | .. .
a materially adverse effect on its financial position, results of operations

or liquidity. Refer to Note § Contingencies of the Notes to Consolidated
Financial Statements for further information on environmental liabilities
and related cash flows.

EMPLOYEE STOCK OWNERSHIP PLAN As detailed in Note M
Employee Benefit Plans of the Notes to Consolidated Financial Statements,
the Company has an Employee Stoeck Ownership Plan (“ESOP”} under
which the ongoing L1.S. defined contribution and 401(K) plans are funded.
Overall ESOP expense is affected by the market value of Staniey stock on
the monthly dates when shares are released, among other factors. Net
ESOP expense amounted to $2 million in each of the years 2006, 2005
and 2004. While the average market value of shares released increased
from $43.20 in 2004 to $49.28 in 2008, other elements of ESOP expense,
including a gradual reduction in the number of shares relsased annually
from the trust, offset the favorable impact of the higher share price. ESOP
expense could increase in the future if the market value of the Company’s
common stock declines.

NEW ACCOUNTING STANDARDS Refer to Note A Significant
Accounting Policies of the Notes to Consolidated Financial Statements for
a discussion of new accounting pronouncements and the potential impact to
the Company’s consclidated results of operations and financial position.

CRITICAL ACCOUNTING ESTIMATES Preparation of the Company’s
Consolidated Financial Statements requires management to make esti-
mates and assumptions that affect the reported amounts of assets, liabili-
ties, revenues and expenses. Significant accounting policies used in the
preparation of the Consolidated Financial Statements are described in Note
A Significant Accounting Policies. Management believes the most complex
and sensitive judgments, because of their significance to the Consolidated
Financial Statements, result primarily from the need to make estimates
about the effects of matters with inherent uncertainty. The most significant
areas involving management estimates are described below. Actual results
in these areas could differ from management’s estimates.

ALLOWANCE FOR DOUBTFUL ACCOUNTS The Company's estimate for
its allowance for doubtful accounts related to trade receivables is based
on two methods. The amounts calculated from each of these methods are
combined to determine the total amount reserved. First, the Company evalu-
ates specific accounts where information indicates the customers may have
an inability to meet financial obligations, such as bankruptcy. In these cases,
the Company uses its judgment, based on the best avaitable facts and ircum-
stances, to record a specific reserve for those customers against amounts
due to reduce the receivable to the amount expected to be collected. These
specific reserves are reevaluated and adjusted as additional information is
received. Second, a reserve 1s established for all customers based on a range
of percentages applied to receivables aging categones. These percentages
are based on historical collection and write-off experience.
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If circumstances change, for example, the occurrence of higher than expect-
ed defaults or a.material adverse change in a major customer’s ability to
meet its financial obligation to the Company. estimates of the recoverability
of receivable amounts due could be reduced.

INVENTORIES — LOWER OF COST OR MARKET, SLOW MOVING AND
. (OBSOLETE U.S. inventories are predominantly valued at the lower of
LIFO cost or market. The calculation of LIFQ reserves, and therefore the
net inventory valuation, is affected by inflation and deflation in inven-
tory components. The Company ensures all inventory is valued at the
lower of cost or market, and continually reviews the carrying value of
discontinued product lines and stock-keeping-units {"SKUs"} to deter-
mine that these items are properly valued. The Company also continually
evaluates the compasition of its inventory and identifies obsolete and/or
slow-moving inventaries. Inventory items identified as obsclete and/or
slow-moving are evaluated to determine if reserves are required. The
Company identifies these inventories and assesses the ability to dispose
of them at a price greater than cost. If it fs determined that cost is less
than market value, cost is used for ihvemorv valuation. If market value
is less than cost, the Company writes down the related inventory to
that value. If a write down to the current market value is necessary, the
market value cannot be greater than the net realizable value, or ceiling
(defined as selling price less costs to sell and dispose), and cannot be
lower than the net realizable value less a normal profit margin, also
called the floor. If the Company is not able to achieve its expectations
regarding net réalizable value of inventory at its current value, reserves
would have to be adjusted accordingly.

GOODWILL AND INTANGIBLE ASSETS The Company completed acqui-
sitions in 2006 and 2005 valued at $552 million and $289 million, respec-
tively. The assets and liabilities of acquired businesses are recorded at their
fair values at the date of acquisition. Goodwill represents costs in excess
of fair values assigned to the underlying net assets of acquired businesses.
The Company reported $1.1 biltion of goodwill and $298 million of indefi-
nite-lived trade names at December 30, 2006.

In accordance with SFAS No. 142, goodwill and intangible assets deemed
to- have indefinite lives are not amortized, but are subject to annual
impairment testing. The identification and measurement of goodwill
and unamortized intangible asset impairment involves the estimation
of fair value. The valuation of goodwill also requires the identification
and valuation of reporting units. The estimates of fair value of goodwill,
indefinite-lived intangible assets and related reporting units are based
on the best information available at the date of assessment, which pri-
marily incorperate management assumptions about future cash flows.

Future cash flows can {be affected by changes in industry or market
conditions or the rate and extent 1o which anticipated synergies or cost
savings are realized with newly acquired entities. While the Company
has not recorded good\.'i\‘f'ﬂl or other intangible asset impairment iosses
in many vears, it is possiible impairments may occur in the future in the
event expected profitability, cash flows or trade name usage change
significantly from current estimates.

PROPERTY, PLANT AND EQUIPMENT The Company generafly values
Property, Plant and Equupment (“PP&E"} at historical cost less accumu-
lated depreciation. Impallrment losses are recorded when indicators of
impairment, such as plant closures, are present and the undiscounted cash
flows estimated to be gei_nerated by those assets are less than the carfy-
ing amount. The impairment loss is quantified by comparing the carrying
amount of the assets to the weighted average discounted. cash flows,
which consider various possible outcomes for the disposition of the assets
{i.e. sale, leasing, etc.). Primarily as a result of plant rationalization, certain
facilities and equipment a:re not currently used in operations. The Company
has previously recorded impairment losses related to unused and under-
utilized assets, and such IPsses may occur in the future. .

RISK INSURANCE To sofne extent, the Company self insures for various
business exposures. For|domestic workers' compensation and product
liability, the Company generally purchases outside insurance coverage
only for severe losses ("s"top loss” insurance). The two risk areas involv-

ing the most significant apcwnting estimates are workers’ compensation.

and product liability (Iiallaility for alleged injuries associated with the
Company’s products}. Actuarial valuations performed by an outside risk
insurance expert form the basis for workers' compensation and product
liability loss reserves rec&rded The actuary contemplates the Company's
specific loss histary, actual claims reported, and industry trends among
statistical and other factors to estimate the range of reserves required.
Risk insurance reserves a're comprised of specific reserves for individual
claims and additional amounts expected for development of these claims,
as well as for incurred hut not yet reported claims. The specific reserves
for individual known claims are quantified by third party administrator spe-
cialists {insurance companlies] for workers’ compensation and by in-house
legal counsel in consultation. with outside attorneys for product liabifity.
The cash outflows related to risk insurance claims are expected to occur
over approximately 8 to 10 years, and the present value of expected future
claim payments is reserved. The Company believes the liahility recorded
for such risk insurance reserves as of December 30, 2006 is adequate, but
due to judgments mherent!m the reserve estimation process it is posmble
the ultimate costs will dlffer from this estimate.

THE STANLEY WDRKS

44

g
;

i R




WARRANTY The Company provides product and service warranties which
vary across its businesses. The types of warranties offered generally range
from one year to limited lifetime, while certain plroducts carry no warranty.
Further, the Company sometimes incurs discretionary costs to service its
products in connection with product performance issues. Historical war-
ranty and service claim experierllce forms the baslis for warranty obligations
recagnized. Adjustments are recorded to the warranty liability as new infor-
mation becomes avaitable. The Company belleves the liability recorded for
expected warranty claims as of ‘December 30, 2006 is adequate, but due to
judgments inherent in the reserYe estimation process, including forecasting
future product reliability levels and costs of repeir as well as the estimated
age of certain items submitted fdr claims, the ultimate claim costs may dif-

fer from the recorded warranty ||ab|||ty

INCOME TAXES The future tax benefit arising frum net deductible tempo-
rary differences and tax loss carry -forwards is $126 million at December 30,
20086 and $97 million at December 3, 2005. The Company believes earn-
ings during the periods when the temporary differences become deductible
will be sufficient to realize the related future i income tax benefits. For those
jurisdictions where the explrat‘lon date of tax Ioss carry-forwards or the
projected operating results indicate that realrzatmn is not likely, a valuation
allowance is provided. The valuation allowance as of December 30, 2006
amounted to $27 mitlion.

In assessing the need for a valuatron allowancle the Company estimates
future taxable income, consrdermg the feasibility of ongoing tax planning
strategies and the realizability |of 1ax loss carry-forwards. Valuation allow-
ances refated to deferred tax ?ssets tan be impacted by changes to tax
laws, changes to statutory tax retes and future taxable income levels. In the
event the Company were to determine that it wou|d not be able to realize all
or a portion of its deferred tax alr‘ssels in the futu:re, the unrealizable amount
would be charged to earnings in the period in which that determination is
made. By cantrast, if the Compeny were to determine that it would be able
to realize deferred tax assets Iin the future in lexcess of the net carrying
amounts, it would decrease tr}e recorded valuation allowance through a
favorable earnings adjustment lin the period in v‘vhich that determination is
made. The Company periodicalliy assesses its |i|abi|ities and contingencies
for all tax years still under audirt based on the most current available infor-
mation. When it is deemed probable that an adjustment will be asserted,
the Company accrues its best ejstimate of the ta[x liability, inclusive of relat-
ed interest charges. See Note O Income Taxes of the Notes to Consolidated

e [ . .
Financial Statements for further discussion.

OFF-BALANCGE SHEET ARRANGEMENTS [The Company's off-balance
sheet arrangements include the following:

RECEIVABLE SECUHITIZATIl'lJNS The Company has agreements to sell,
on a revolving basis, pools of accounts and notes receivables to a Qualified
Special Purpose Entity (“QSPE”). which qualifies to be accounted for

. ] U .
as an unconsolidated subsidiary. The entity is designed to facilitate the

securitization of certain trade accounts receivable. Assets and refated debt
off-balance sheet were both $60 million at December 30, 2006, compared
to $16 million as of December 31, 2005. The Company is respansibte for
servicing these accounts while the QSPE bears the risk of non-collection.
Sales of eligible receivables in 2006 amounted to $44 million compared to
£5 million in the prior year. There were no gains or losses on these sales,

SYNTHETIC LEASES The Company is a party to synthetic leasing pro-
grams for two of its major distribution centers and certain personal
property, predominantly vehicles and equipment, The programs qualify
as operating leases for accounting purposes, such that only the monthly
rent expense is recorded in the Statement of Gperations and the liability
and value of the underlying assets are off-balance sheet. These lease
programs are utilized primarily to reduce overall cost and to retain flex-
ibility. As of December 30, 2006, the estimated fair value of assets and
remaining obligations for these properties were $35 million and $72
million, respectively.

TRUST The Company owns 100% of the commen stock {$0.1 million)
of The Stanley Works Capital Trust | (the “Trust") which was formed in
2005 to initiate the offering of the $450 million Enhanced Trust Preferred
Securities ("ETPS"}). However, in accordance with Financial Accounting
Standards Board Interpretation No. 46R, "Consolidation of Variable
Interest Entities, an interpretation of ARB No. 51" {"FIN 46R"}, the
Trust is not consolidated. Since the $450 miltion of jurior subordinated
debt issued by the Company to the Trust is reflected on the Company's
Consolidated Balance Sheet as of December 30, 2006, consolidation of
the Trust would have virtually no impact to the Company's results of
operations or financial position.

CAUTIONARY STATEMENTS UNDER THE PRIVATE
SECURITIES LITIGATION REFORM ACT OF 1995

Certain statements contained in this Annual Report, including, but not
limited to, the statements regarding the Company's ability to: (i) expand its
Mechanical Access Security business through acquisitions in Europe and
Asia; (i) maintain its upper tier investment grade rating; {iii) over the long
term, achieve 3-5% organic sales growth, 8-12% sales growth including
acquisitions, mid-teens percentage EPS growth, free cash flow greater than
or equal to net income, ROCE in the 12-15% range and continued dividend
growth; (iv) have the HSM acquisition be neutral to 2007 earnings, increas-
ing to 20-25 cents per diluted share in 2009, together with approximately
$38 million of non-cash intangible asset amortization in 2007 relating to
acquired contracts; {v} limit the total cash expenditures in connection with
the reorganization of Facom and Stanley hand tools activities in Europe to $75
million; {vi) reduce the Stanley Fastening Systems cost structure and restore
that business’s long-term cost competitivenass; (vil) limit the negative impact
of inflation to $60-65 million in 2007; (viii) recover more than two-thirds of
the negative impact of inflation through price increases and the remainder
through productivity actions; (ix) and complete additional acquisitions in
2007 requiring funding of $50-75 million, are forward looking statements and
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are based on current expectations. These statements are not guarantees of
future performance and involve certain risks, uncertainties and assumptions

“that are difficult to predict. There are a number of risks, uncertainties and

important factors that could cause actual results to differ materially from
those indicated by such forward-looking statements. In addition to any such
risks, uncertainties and other factors discussed elsewhere herein, the risks,
uncertainties and other factors that could cause or contribute to actual results
differing materially from those expressed or implied in the forward-looking
statements include, without limitation, those set forth under Item 1A Risk
Factors in the Company's Annual Report on Form 10-K and any material
changes thereto set forth in any subsequent Quarterly Reports on Form

- 10-Q, those contained in the Company's other filings with the Securities and

Exchange Commission and those set forth below.

The Company’s ability to achieve the results described above is dependent
on the success of the Company's efforts and ability to; (i) continue to
identify and complete strategic acquisitions; {ii} reinvest free cash flow
and improve worlldng capital efficiency; (iii) successfully implement various
pracess improvements; (iv) successfully integrate the Facom, National,
HSM and other recent acquisitions, as well as future acquisitions, while
limiting associated costs; {v) negotiate severance arrangements and lease
terminations related to its European reorganization within established
parameters; (vi} minimize the costs to relecate equipment and inventory; {vii)
complete reorganizations of the Facom and Stanley hand tools businesses
in.Europe, within anticipated time frames; (viii) successfully implement
cost reduction and profit improvement initiatives for the fastening systems
business within anticipated time frames, including migration of production

* 1o Asia, reduction of overalt SGA and manufacturing footprint, and SKU

rationalization; (ix} reduce large customer concentrations; {x) implement
customer pricing actions and continue cost reduction and productivity
initiatives to offset the expected inflation in 2007; (xi) generate free cash
flow and maintain a strong debt to capital ratio; {xii) continue to implement
its profitable growth strategy; (xiii) successfully complete a debt and equity-
linked securities refinancing; {xiv) successfully settle routine tax audits; {xv}
generate earnings sufficient to realize future income tax benefits during
periods when temporary differences become deductible; {xvi) access credit
markets under satisfactory terms; (xvil) maintain satisfactory payment
terms under which the Company buys and sells goods, materials and
products; {xviii) develop and launch new products within anticipated time
frames; and (xix} fulfill increasing demand for its products.

The Company's ability t(!) achieve the results also is dependent upon: (i)
the continued success of the Company’s marketing and sales efforts;
(i) the success of recruiting programs and other efforts to maintain or
expand overall Mac Toulltruck count versus prior years; {iii) the ability of
the Company to maintain or improve production rates in the Company's
manufacturing facilities, Eespond to significant changes in product demand,
and fulfill demand for new and existing products; (iv) the ability to continue
successfully managing an‘ld defending litigation; {v) the Company's ability to
continue improvements in working capital, including inventory reductions
and payment terms; (vi) }he success of the Company's efforts to mitigate
any cost increases genelrated by, for example, continued increase in the
cost of energy or significant Chinese Renminbi or other currency apprecia-
tion and {vii} the geographic distribution of the Company’s earnings.

The Company’s ability t;n achieve the results also will be affected by
external factors. These factors include pricing pressure and other chang-
es within competitive markets, the continued consolidation of customers
particularly in consumert channels, inventory management pressures on
the Company's customers, increasing competition, changes in trade,
monetary, tax and fiscal;policies and laws, inflation, currency exchange
fluctuations, the impact of dollar/foreign currency exchange and interest
rates on the competitivéness of product pricing and on the Company's
debt program, the strength of the U.S. economy; and the impact of events
that cause or may cause disruption in the Company’s manufacturing,
distribution and sales networks such as war, terrorist activities, polm
cal unrest and recessmnary or expansive trends in the economies of the
countries in which the Company operates.

Unless required by applicable federal securities laws, the Company
undertakes no obligationito publicly update or revise any forward looking
statements to reflect events or circumstances that may arise after the date
hereof. Investors are advised, however, to consult any further disclosures
made on related subjects :in the Company’s reports filed with the Securities
and Exchange Commission.

[
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MANAGEMENT'S REPORT ON INTERNAL CONTROL

OVER FINANCIAL REPORTING

The management of The Stanley Works is responsible
for establishing and maintl’aining adequat‘e internal control over
financial reporting. Internali control over financial reporting is a
process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of finan-
cial statements for external reparting purposes in accordance
with accounting principle‘s generally accepted in the United
States of America. Becau‘se of its inherent limitations, internal
control over financial repo:rting may not :prevent or detect mis-
statements. Management has assessed the effectiveness of
The Stanley Works' mternal contral over financial reporting
as of December 30, 2006 In making |its assessment, man-
agement has utilized thejcriteria set fqrth by the Committee
of Sponsoring Organizations ("COSQ") of the Treadway
Commission in Internal| Control - Integrated Framework.
Management concluded that based on its assessment, The
Stanley Works’ internal control over financial reporting was

effective as of Decembe"r 30, 2008. Management’s assess-

ment of and conclusion on the effectiveness of internal control
over financial reporting did not include the internal contrals of
Facom S.A. and Besco Pneumatic Corporation, companies
acquired in January and July of 2008, respectively, which are
included in the 2006 Consolidated Financial Statements of The
Stanley Works and constituted total assets of approximately
$915 million at December 30, 2006 and approximately $480
million of revenues for the year then ended. Ernst & Young
LLP, the auditor of the financial statements included in this
annual report, has issued an attestation report on manage-
ment’s assessment of internal controls, a copy of which
appears on page 49.

James M. Loree
Executive Vice President & CFO

John F. Lundgren
Chairman & CED

|

ANNUAL CEQ CERTIFICATION
(SECTION 3034.12(A))

|
NEW YORK STOCK EXCHANGE CERTIFICATION

As the Chief Executive O}‘ficer of The Stanley Warks, and as required by Secticn 303A.12(a) of the New York
Stock Exchange Listled Company Manual, | hereby certify that as of the date hereof | am not aware of any violation by
the Company of NYSl,E's Corporate Governance listing standards, other than has been notified to the Exchange pursuant
to Section 303A.12(b} and disclosed as an attachment hereto.

ﬁn%’ﬁ_
John F. Lundgren

Chairman & CEQ
May 16, 2006

The Company has filed

the certificatiions required by Section 302 of the Sarbanes-Oxley Act of 2002 as Exhibits 31{i)(a) and

31(ii)a) to its Annual Report on Form 10-K filed with the Securities and Exchange Commission on February 27, 2007.
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REPORT OF INDEPENDENT REGISTERED |

PUBLIC ACCOUNTING FIRM

THE BOARD OF DIRECTORS AND SHAREOWNERS OF THE
STANLEY WORKS

We have audited the accompanying Consolidated
Balance Sheets of The Stantey Works and subsidiaries as of
December 30, 2006 and December 31, 2005, and the related
Consolidated Statements of Cperations, changes in shareown-
ers’ equity, and cash flows for each of the three fiscal years in
the period ended December 30, 2006. These financial state-
ments are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the
standards of the Public Company Accounting QOversight Board
(United States). Those standards require that we plan and per-
form the audit to obtain reasonable assurance about whether
the financial statements are free of material misstaternent. An
audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluat-
ing the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion,

In our opinion, the financial statements referred to
above present fairly, in all material respects, the consolidated
financial position of The Stanley Works and subsidiaries at
December 30, 2006 and December 31, 2005, and the consoli-
dated results of their operations and their cash flows for each of
the three fiscal years in the period ended December 30, 2006, in
conformity with U.S. generally accepted accounting principles.

!

We have alsé audited, in accordance with the standards
of the Public Company Accounting Oversight Board {United
States), the effective:ness of The Stanley Works’ in_térnal con-
trol over financial reporting as of December 30, 2006, based on
criteria established in Internal Control — Integrated Framework
issued by the Committee of Sponsoring Organizations of the
Treadway Cornmissic%n and our report dated February 20, 2007
expressed an unqualilfied opinion thereon. :

As discussed in Note A to the Consolidated Financial
Statements, in 2006 the Company adopted Statement of Financial
Accounting Standards)(“"SFAS”) No. 123 (Revised 2004), *'Share-
Based Payment” and SFAS No. 158, “Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans - An
amendment to FASB ;Statement Nos. 87, 88, 106 and 132(R)."

$
|

M I

Hartford, Connecticut

February 20, 2007 |

LLP
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REPORT OF INDEPENDENT REGISTERED

PUBLIC ACCOUNTING FIRM

THE BOARD OF DIRECTORS AND SHAREOWNERS OF THE
STANLEY WORKS

We have audited management’s assessment, includ-
ed in the accompanying Management’'s Report on Internal
Control over Financial 'Heporting that The Stanley Works
maintained effective mternal control over financial reporting as
of December 30, 2006, based on cnterla established in Internal
Control - Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (the
COS0 criteria). The Stanley Works' management is respon-
sible for maintaining effectlve mternal control over financial
reporting and for its a‘SSGSSITIent of the effectiveness of
internal control over f|n'anC|aI repomrlwg. Our responsibility is
to express an opinicn oln management’s assessment and an
opinion on the effectivel‘ness of the company's internat control
over financial reporting based on our audit.

We conducted our audit in at':cordance with the stan-
dards of the Public Company Acco:unting Oversight Board
(United States). Those standards require that we plan and per-
form the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was main-
tained in all material respects. Our audit included obtaining
an understanding of inlternal control | over financial reporting,
evaluating management’s assessment, testing and evaluating
the design and operating effectiveness of internal control, and
performing such otherprocedures as we considered neces-
sary in the circumstances. We believe that our audit provides
a reasonable basis for ?ur opinion.

A company's internal control over financial reporting
is a process designed t|° provide reaslonable assurance regard-
ing the reliability of financial reporting and the preparation
of financial statements for external| purposes in accordance
with generally accepted accounting| principles. A company’s
internal control over fir?ancial reporting includes those policies
and procedures that: (1} pertain to the maintenance of records
that, in reasonable detail, accurately and fairly reflect the trans-
actions and dispositio‘ns of the assr,ets of the company; (2}
provide reasonable assurance that {ransactlons are recorded
as necessary to permlt preparation of financial statements in
accordance with gener‘ally accepted accounting principles, and
that receipts and expepditures of theI company are being made
only in accordance with authorizations of management and

directors of the company; and (3) provide reasonable assur-
ance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’'s assets that
could have a material effect on the financial statements.

Because of its inherent limitations, internal controt over
financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future
periods are subject to the risk that controls may become inad-
equate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

As indicated in the accompanying Management's
Report on Internal Control over Financial Reporting, manage-
ment’'s assessment of and conclusion on the effectiveness of
internal control over financial reporting did not include the inter-
nal controls of Facom S.A. and Besco Pneumatic Corporation,
companies acquired in January and July of 2008, which are
included in the 2006 Consolidated Financial Statements of The
Stanley Works and constituted total assets of approximately
$915 million at December 30, 2006 and revenues of approxi-
mately $480 million, respectively, for the year then ended.

In our opinion, management’'s assessment that The
Stanley Works maintained effective internal control over
financial reporting as of December 30, 2006 is fairly stated,
in all material respects, based on the COSO criteria. Also,
in our opinion, The Stanley Works maintained, in all material
respects, effective internal control over financial reporting as
of December 30, 2006 based on the COSO criteria.

We alsc have audited, in accordance with the stan-
dards of the Public Company Accounting Oversight Board
{United States), the Consolidated Balance Sheets of The
Stanley Works and subsidiaries as of December 30, 2006 and
December 31, 2005, and the related Consolidated Statements
of Operations, changes in shareowners' equity, and cash
flows for each of the three fiscal years in the period ended
December 30, 2006 and our report dated February 20, 2007
expressed an unqualified opinion thereon.

Hartfard, Connecticut
February 20, 2007
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CONSOLIDATED STATEMENTS OF OPERATIOlNS

Fiscal years ended December 30, 2006, December 31, 2005 and January 1, 2005

{ln Millions of Dollars, except per share amounts} I 2008 l

, ' 2005 2004
Net Sales $ 40186 . $ 32853 $ 29974
Costs and Expenses - | .
Cost of sales $ 25601 L $ 2,040 $§ 18938
Selling, general and administrative " 9552 | 736.8 691.3
Interest income : (9.4} | {6.6) (4.2)
Interest expense 69.3 40.4 386
Other-net | 57.5 479 46.0
Restructuring charges and asset impairments 138 | 4.6 1.1
| $ 36515 's 28271 $ 26732
Earnings from continuing operations before income taxes b 367.9 i 358.2 L3242
Income taxes 76.4 ' 86.5 87.3
Net earnings fram continuing operations $ 2907 | s mi $ 239
Eamings {loss} from discontinued operatigns before income taxes T :
{including $1.5 million loss in 2006 and . '
$180.7 million gain in 2004 on divestitures) . 11.5) ) {1.2) 200.8
Income taxes {benefit} on discontinued operations B (1 1 I ‘. 09 708
Net earnings {loss) from discontinued operations $ 112 | g 2.1 $ 1300
Net Earnings $ . 2895 | . § 2695 § 3669
Basic earnings {loss} per share of commaon stock: . : _ !
Continuing operatians $- 355 R T VL $§ 289
Discontinued operations {0.01) {0.03) 1.58
Total basic eamings per share of commen stock $ 3.54 I 8 3.23 3 447
Diluted earnings {foss) per share of common stock: . - :
Continuing operations $ 347 | § 318 $ 28
Discontinued operations {0.01) i {0.02) 1.54
Total dituted earnings per share of common stock 1 $ 345 | ''s 318 § 436
I

See Notes ta Consolidated Financial Statements,
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CONSOLIDATED BA

December 30, 2006 and December 31, 2005

LANCE SHEETS

{Millions of Dollars) ! 20'06 2005
Assets

Current Assets .

Cash and cash equivalents $ 1766 $ 6578
Accounts and notes receivable, net 749.6 609.6
Inventories, net 598.9 460.7
Deferred taxes 24.2 16.5
Assets held for sale 28.2 133
Other current assets 61.0 67.7
Total Current Assets ] 16385 18258
Property, Plant and Equipment, net 559.4 467.1
Goodwill 1,100.2 740.8
Customer Relationships 163.3 157.8
Trademarks 310.6 119.2
Other Intangible Assets a714 42.7
Other Assets 116.0 192.0
Total Assets [ | | s 39354 $ 35451
Liabilities and Shareuwnells' Equity

Current Liabilities

Short-term borrowings $ 897 $ 1481
Current maturities of long-term debt 2303 221
Accounts payable 445.2 3277
Accrued expenses 4859 3743
Liabilities held for sale - 31
Total Current Liabilities | I 12510 | 8753
Long-Term Debt 679.2 8353
Deferred Taxes 67.2 83.4
Other Liabilities 3859 246.2
Commitments and Contingencies (Notes R and S}

Shareowners’ Equity

Preferred stock, without par value:

Authorized and unissued 10,000,000 shares - -
Common stock, par value $2..‘50 per share:

Authorized 200,000,000 shares;

Issued 92,343,410 shares in 2006 and 2005 23319 2377
Retained earnings 1.883.6 1,657.2
Accumulated other comprehensive loss {81.8) {91.3)
ESOP | (100.9} (108.2)

| | 13348 | 1,695.4
Less: cost of common stock i:n treasury

(10,501,783 shares in 2006 and 8,552,281 shares in 2005) 3828 250.5
Total Sharsowners’ Equiﬂ I I 1,552.0 | 1.4449
Total Liabilities and Shareowners’ Equity! |'s 39354 $ 3,545.1

See Notes to Consolidated Financial Statements.

2006 ANNUAL REPORT

51



CONSOLIDATED STATEMENTS OF CASH FLOWS

Fiscal years ended December 30, 2006, December 31, 2005 and January 1, 2005

]
{Millions of Dallars) ‘ 2006 | 2005 2004

Operating Activities .
Net earmings $ 2895 " § 2696 $ 3669
Adjustments to reconcile net eamnings to cash

pravided by operating activities: :

Depreciation and amortization 121.2 9%.5 95.0
Restructuring and asset impairments 138 ' 45 1.7
Net lgain) loss on sale of businesses 1.5 29 {115.9)
Other non-cash items 475 ! 427 64.6
Changes in operating assets and liabilities: .
Accounts and notes receivable 499 : 234 (18.3)
Inventories (62.7) ' (19.3) (43.5)
Accounts payable 405 ) 127 548
Accrued expenses {63.4) {35.9) : 22
Income taxes {30.0) ! (17.7) 136
Other 313 : (17.2) (55.6)
Net cash provided by operating activities 439.1 ] f 362.3 3715
Investing Activities
Capital expenditures (59.6) (53.3) (47.6)
Capitalized software (20.9) [ (15.1) (7.2)
Proceeds from sales of assets 319 ) 3.7 30
Business acquisitions (571.8) ' {286.6) {3012}
Net proceeds from {taxes paid on) sales of businesses 09 ; {20.6) 2049
Other (6.8) . {11.5) 1.2
Net cash used in investing activities ] {626.3) ] ‘ {383.5) {136.9)
Financing Activities I
Payments on long-term debt (4.2) {11.5) {154.4)
Proceeds from long-term borrowings - ' 450.0 0.8
Net {repayments) proceeds on short-term borrowings (66.3) . 1026 204
Debt issuance costs and swap terminations 59 | (7.6} (1.3}
Purchase of common stock for treasury (201.6) ' - -
Proceeds from issuance of common stock 64.4 38.7 277
Cash dividends on comman stack {96.1) ' (84.9) {89.4)
Net cash {used in) provided by financing activities I {298.0} I | 4173 {196.4)
Effect of exchange rate changes on cash | 4.0 ] ' 1.7 14
{Decrease) Increase.in cash and cash equivalents (481.2) ' 407.8 456
Cash and cash equivalents, beginning of year 657.8 | 250.0 204.4
Cash and cash equivalents, end of year l $ 1766 ] 1§ 6978 $ 2500

See Notes to Consalidated Financial Statements.
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CONSOLIDA'Il'ED STATEMENTS OF CHANGES

IN SHAREOWNERS®

Fiscal years ended December 30, 2006, December

EQUITY

31, 2005 and January 1, 2005

Accumulated
Other
Common Retained Comgprehensive Treasury  Shareowners’
{Millions of Dollars, except par thare smounts) Stock Earnings {Loss) Income ESOP Stock Equity
Balance January 3, 2004 $ 2376 $11778 $ (84.2) $ (123.6) $ 13231} $ 8845
Comprehensive income:
Net earnings 366.9 366.9
Currency translation adjuistrnent and other 379 379
Cash flow hedge, net of tax (8.8} (8.8)
Minimum pension liability, net of tax {0.1) {0.1)
Total comprehensive incomb | 395.9
Cash dividends declared-$1.08 per share (89.4} (89.4}
Issuance of common stock (3.0} 325 295
Minority interest common stogk 01 0.1
Tax benefit related to stock options exercised 59 59
ESOP and related tax henefit | 24 78 10.2
Balance January 1, 2005 2317 1,460.6 (55.2} (115.8) (290.6} 1,236.7
Comprehensive income:
Net earnings 269.6 269.6
Currency translation adjustment and other, (35.2) {35.2)
Cash flow hedge, net of tax 3 31
Minimum pension liability, net of tax (4.0} (4.0)
Total comprehensive incorr{e 2335
Cash dividends declared-$1.14 per share {94.9) {94.9)
Issuance of common stock 1.1 40.1 51.2
Tax benefit related to stack options exercised 8.4 8.4
ESOP and refated tax benefit | 24 76 10.0
Balance December 31, 2005 2317 1,657.2 (91.3) {108.2) {250.5) 14449
Comprehensive income:
Net earnings 2895 2885
Currency translation adjustment and other 57.3 57.3
Cash flow hedge, net of tax 8.0 8.0
Minimum pension liability 53 53
Total comprehensive incorﬁe | 360
Cash dividends declared-$1.18 per share {96.1} {96.1)
Issuance of common stock 6.8} 69.3 62.5
Repurchase of common stock (4,026,224 shares) {201.6) {201.6}
Minarity interest common sto'ck {3.8) (3.8}
{Other, stock-based compensaltinn related 294 294
Adoption of SFAS Na. 158 [net of taxes of $26.7 million) {61.1} {61.1)
Tax benefit related to stock o'ptions exercised 8.1 8.1
ESOP and related tax benefit| 23 7.3 96
Balance December 30, 20015 | $ 2339 $ 18836 $ (818} $ {100.9) $ (382.8) $ 15520

|

. . . I
See Notes ta Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

A. SIGNIFICANT ACCOUNTING POLICIES

BASIS OF PRESENTATION The Consolidated Financial Statements
include the accounts of the Company and its majority-owned subsidiaries
which require consolidation, after the etimination of intercompany accounts
and transactions. The Company's fiscal year ends on the Saturday nearest to
December 31. There were 52 weeks in fiscal years 2006, 2005 and 2004

The prepération of financial statements in conformity with accounting
principles generally accepted in the United States of America requires
management 1o make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenues and expenses, as well as certain
financial statement disclosures. While management believes that the esti-
mates and assumptions used in the preparation of the financial statements
are appropriate, actual results could differ from these estimates.

FOREIGN CURRENCY TRANSLATION For foreign operations with
functional currencies other than the U.S. dollar, asset and liability accounts
are translated at current exchange rates; income and expenses are trans-
lated using weighted-average exchange rates. Resulting translation adjust-
ments, as well as gains and losses from certain intercompany transactions,
are reported in a separate component of shareowners” equity. Exchange
gains and losses on transactions are included in earnings, and amounted
to net losses/(gains) for 2006, 2005 and 2004 of $3.9 million, $(0.9) miltion
and $4.5 million, respectively.

CASH EQUIVALENTS Highly liquid investments with original maturities
of three months or less are considered cash equivalents.

ACCOUNTS AND NOTES RECEIVABLE Trade receivables are stated
at gross invoice amount less discounts, other allowances and provision for
uncollectible accounts.

ALLOWANCE FOR DOUBTFUL ACCOUNTS The Company estimates
its allowance for doubtful accounts using two methods. First, a specific
reserve is established for individual accounts where information is avail-
able that customers may have an inability to meet financial obligations.
Second, a reserve is determined for all customers hased on a range of
percentages applied to aging categories. These percentages are based on
historical collection and wiite-off experience. Actual write offs are charged
against the allowance when internal collection efforts have been unsuc-
cessful, generally when payments are more than 120 days past due.

INVENTORIES U.S. inventories, aside from Best, Precision, CST/Berger
and certain other small businesses, are valued at the lower of Last-In, First-
Out (“LIFO") cost or market. Other inventories are generally valued at the
Jower of First-In, First-Qut ("'FIFO") cost or market.

PROPERTY, PLANT AND EQUIPMENT The Cempany generélly values
property, plant and equipmllant{”PP&E"l including capitalized software, on
the basis of historical cost Iess accumulated depreciation and amortization.
Depreciation and amortlzaltlon are provided using straight-line. methods
over the estimated useful lives of the assets. Leasehold impravements are
depreciated over the shorter of the estimated usedul life or the term of the
lease. Costs related to mamtenance and repairs which do not prolang the
assets useful lives are expensed as incurred. The Company assesses its
long-lived assets for |mpa|rment when indicators that the carrying values
may not be recoverable are present. In assessing long-lived assets for
impairment, the Company groups its long-lived assets with other. assets
and liabilities at the Inwest level far which identifiable cash flows are
generated ("asset group’ }, and estimates the undiscounted future cash
flows that are directly associated with and expected to be generated from
the use of and eventual disposition of such asset group. The amount of the
impairment loss, if any, is'quantified by comparing the carrying amount

of the asset group to the estimated fair value, which is determined using -

weighted average discount:ed cash flows that consider various possible
outcomes for the disposition of the asset group. Primarily as a result of
plant rationalization, certairi facilities and equipment are not currently used
in operations, which has re‘sulted in impairment losses. PP&E impairment
charges, classified in Hestructunng and Asset Impairments, amounted to
$3.7 million in 2004 and were zerg in hoth 2006 and 2005.

GOODWILL AND OTHER,INTANGIBLE ASSETS Goodwill represents
costs in excess of fair values assigned to the underlying net assets of
acquired businesses. ntangible assets acquired are recarded at estimated
fair value. Goodwill and inténgible assets deemed to have indefinite lives
are not amortized, but are tlested for impairment annually during the third

.quarter, and at any time when events suggest impaicment may have

occurred. To assess goodwill for impairment, the Company determines
the fair value of its reporting units, which are primarily determined using
management’s assumptions' about future cash flows hased on long-range
strategic plans. This approfach incorporates many assumptions including
future growth rates, discount factors and tax rates. In the event the car-
rying value of a reporting uhit exceeded its fair value, an impairment loss
would be recognized to the extent the carrying amount of the reborting
unit's goodwill exceeded its implied fair value. Indefinite-lived intangtble
asset carrying amounts are tested for impairment by comparing to current
fair market value, usually determined by what it would cost to lease the
asset from third parties. Intangible assets with definite lives are amortized
over their estimated useful lives. Definite-lived intangible assets are also
evaluated for impairment when appropriate. If the carrying value exceeds
the total undiscounted futurée cash flows, the asset is written down 1o fair
value. No goodwili or other intangible asset impairments were recorded
during 2008, 2005 and 2004!

|
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FINANCIAL INSTRUMEI\!TS Derivative
employed to manage risks, ipciuding foreign| currency and interest rate
exposures, and are not used for trading or| speculative purposes. The
Company recognizes all derivative mstruments such as interest rate swap
agreements, foreign currency, options, and fore|gn gxchange contracts, in
the Consolidated Balance Shelets at fair value.1 Changes in the fair value of
derivatives are recognized per‘iodically either in earnings or in Shareowners’
Equity as a component of gther comprehensive income, depending on
whether the derivative financlial instrument qulalifies for hedge accounting,
and if so, whether it qualifigs as a fair value hedge or a cash flow hedge.
Changes in fair values of derivatives accounteh for as fair value hedges are
. ! |

recorded in earnings along with the changes in the fair value of the hedged
items that relate to the hedged risk. Gains and losses an derivatives desig-
nated as cash flow hedges, to the extent thely are effective, are recorded
in other comprehensive income, and subsequentl\yr reclassified to earnings
to offset the impact of the hedged items when they occur. In the event it
becomes probable the forecasted transaction to which a cash flow hedge
relates will not oceur, the a;nount in other comprehensive income would
be recognized in earnings and the denvatlve terminated. Changes in the
fair value of derivatives used as hedges of the net investment in foreign
operations are reported in other comprehensive income. The fair value
of derivatives involving foreign currencies is determined using the spot
exchange rate at the reportin!g date. Changeslin the fair value of derivatives
not qualifying as hedges, and any portion of a hedge that is ineffective, are
reported in earnings in Gther-net.

financial instruments are

The net interest paid or rec?ived on interest‘ rate swaps is recognized as
interest expense. Gains resulting from the early termination of interest rate
swap agreements are deferfred and amornzed as adjustments to interest
expense over the remammg period of the debt originally covered by the

terminated swap.

REVENUE RECOGNITI DN Revenue is recognlzed when the earnings pro-
cess is complete and the nsks and rewards ot ownership have transferred to
the customer, which generally occurs upon shipment of the finished product
but sometimes is upon delive‘ry to customer facilities. Provisions for customer
volume rebates, product returns, discounts an‘d allowances are recorded as a
reduction of revenue in the same period the related sales are recorded.

Certain Security Solutions segment revenues include multiple elements of
products and services. Revénues from multlple element arrangements are
recognized as each element is earned, consistent with the requirements of
Emerging Issues Task Force'lssue No..00-21! "Revenue Arrangements with
Multiple Deliverables”. Amounts allocated to each element are based on
objectively determined fair value. Addmonally revenues related to the sate
and installation ufelectronicj access security systems are generally recorded
on the percentage-of-completion basis. This method recagnizes estimated
contractual profits and revenues while projects are in process based on the
ratio of actual costs incurrep to date to total expected costs. Revenues from
multiple element arrangements and percentage-of-completion contracts

’ . .
were each less than 10% of consolidated revenues in all years,
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ADVERTISING COSTS Television advertising is expensed the first time
the advertisement airs, whereas other advertising is expensed as incurred.
Advertising Costs are classified as SG&A expenses and amounted to $44.4
million in 2006, $31.3 million in 2005 and $28.3 million in 2004. Cooperative
advertising expense reported as a deduction in net sales was $26.3 million
in 2006, $26.5 million in 2005 and $21.9 million in 2004,

INCOME TAXES Income tax expense is based on reported earnings
before income taxes. Interest and penalties related to income taxes are
classified as tncome Taxes in the Cansolidated Statements of Operations.
Deferred income taxes reflect the impact of temporary differences between
assets and liabilities recognized for financial reporting purposes and such
amounts recognized for tax purposes, and are measured by applying
enacted tax rates in effect in years in which the differences are expected
to reverse. A valuation allowance is recorded to reduce deferred tax assets
to the amount that is more likely than not to be realized.

EARNINGS PER SHARE Basic earnings per share equals net earnings
divided by weighted average shares outstanding during the year. Diluted
garnings per share include the impact of common stock equivalents using
the treasury stock method when the effect is dilutive.

SHIPPING AND HANDLING COSTS The Company generally does
not bili customers for freight. Shipping and handling costs associated with
inbound freight are reported in cost of sales. Shipping costs associated with
outbound freight are reported as a reduction of net sales and amounted to
$128.4 million, $99.9 million and $102.3 million in 2006, 2005 and 2004,
respectively. Distribution costs are classified in SG&A expenses and
amounted to $118.2 million, $77.0 million and $75.8 million in 2006, 2005
and 2004, respectively.

STOCK-BASED COMPENSATION Effective January 1, 2006, the
Company adopted Statement of Financial Accounting Standards No. 123
(revised 2004), "Share-Based Payment”, {“SFAS 123R"), using the modified
prospective method whereby prior periods are not restated for comparability.
SFAS 123R requires recognition of stock-based compensation expense in the
Statement of Operations over the vesting period based on the fair valug of
the award at the grant date. Previausly, the Company used the intrinsic value
method under Accounting Principles Board Opinion No. 25, “Accounting for
Stock Issued to Employees™ {“APB 25"), as amended by related interpreta-
tions of the Financial Accounting Standards Board [“FASB”). Under APB 25,
no compensation cost was recognized for stock options because the quoted
market price of the stock at the grant date was equal to the amount per share
the employee had to pay to acquire the stock after fulfilling the vesting period.
SFAS 123R supersedes APB 25 as well as Statement of Financial Accounting
Standards No. 123, “Accounting for Stock-Based Compensation”, which
permitted pro forma footnote disclosures to report the difference between
the fair value method and the intrinsic value method. The Company recog-
nized expense for restricted sharg grants under the previous guidance, so
the impact from adopting SFAS 123R pertains to the requirement to expense
stock options (including employee stock purchase plan aptions).
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For share-based grants made in 2005 and earlier years, the Company used
the “accelerated method” of expense attribution under FASB Interpretation
No. 28 {"FIN 28"). Effective January 1, 2006 with the adoption of SFAS
123R, the Company elected to change its poficy to straight-line expense
attribution for all grants made in 2006 and subsequent periods. Refer to
Note K, Capital Stock, for additional information.

NEW ACCOUNTING STANDARDS

In February 2007, the FASB issued Statement of Financial Accounting
Standard {"SFAS") No. 158, "The Fair Value Option for Financial Assets
and Liabilities, including an amendment of FASB Statement No. 115",
("SFAS 159"), This Statement permits entities to choose to measure
many financial instruments and certain other items at fair value that are
not currently required to be measured at fair value. SFAS 1598 is effec-
tive as of the beginning of fiscal year 2008. The Company has not yet
assessed the effect, if any, that adoption of SFAS 159 will have on its
results of operations and financial position.

In September 2008, the FASB issued SFAS No. 158 “Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans, an amend-
ment of FASB Statements No. 87, 88, 106 and 132(R)", ["'SFAS 158"].
This Statement requires recognition of the funded status of benefit plans
measured as the difference between plan assets at fair value and the pro-
jected benefit abligations. Related to this recognition of the funded status
in the benefit plan asset or liability account, SFAS 158 requires reporting
as a component of other comprehensive income, net of tax, the gains and
losses and priar service costs or credits that have not yet been recognized
as components of net periodic benefit cost in earnings. SFAS 158 requires
defined benefit plan assets and obligations to be measured as of the fis-
cal year-end date. New disclosures include the expected effects on net
periodic benefit costs for the next fiscal year from amortization of the
gains or losses, prior service costs or credits, and the transition asset or
obligation. The Company adopted the provisions of SFAS 158 and initially
applied them as of December 30, 2006. The initial recognition of the fund-
ed status of defined benefit postretirement plans resulted in a decrease
to Shareowners’ Equity of $61.1 million, net of taxes of $26.7 million. The
adoption of the measurement provisions of SFAS 158 will have no impact
on the Company because it already measures its benefit plan obligations
as of the fiscal year end. SFAS 158 does not change the determination of
net periodic benefit cost.

In September 2006, the FASB issued SFAS No. 157, "Fair Value
Measurements”, (“SFAS 157"). This Statement is effective for financial
statements issued for fiscal years beginning after November 15, 2007.
SFAS 157 provides a commaon fair value hierarchy for companies ta follow in
determining fair value measurements in the preparation of financial state-

ments and expands disclosure reguirements relating to how such fair value
measurements were devel;oped. SFAS 157 clarifies the principle that fair
value should be based on the assumptions that the marketplace would use
when pricing an asset or liability, rather than company specific data. The
Company is currently assessing the impact that SFAS 157 will have on its
results of operations and financial position,

I

In June 2006, the FASB issued Interpretation No. 48, {"FIN 48"}, “Accounting
for Uncertainty in Income T;axes — an Interpretation of SFAS Na, 109", This
Interpretation clarifies the accounting for uncertainty in income taxes.
FIN 48 prescribes a recugrllition threshold and measurement attribute for
the financial statement re}:ognition and measurement of a tax position
taken or expected to be taken in a tax return. The disclosure provisions
will provide more information about the uncertainty in income tax assets
and liabilities. Upon adoption, the Company will first assess whether it is
more likely than not that a t;ax position will be sustained upon examination
based on its technical meri}s. If the tax position is more likely than not to
be sustained, under the presumption the taxing authority has all relevant
information, it will be recog'nized. The recognized tax position is measured
at the largest amount of benefit that is greater than 50 percent likely of
being realized upcn ultimat;e settiement. Previously recognized tax posi-
tions that no longer meet the more-likely-than-not recognition threshold
will be derecagnized in the period in which that threshold is no longer met.
FIN 48 is effective for fiscal;years beginning after December 15, 2006. The
Company is cuirently assessling the impact the adoption of FIN 4B will have
on its results of operations e‘md financial position.

in March 2006, the FASB is:sued SFAS Ne. 158, "Accounting for Servicing
of Financial Assets — an amendment of FASB Statement No. 140", ("SFAS
156"). The provisions of SFAS 156 are effective for fiscal years begin-
ning after September 15, Z{JTOB. This statement was issued to simplify the
accaunting for servicing rights and to reduce the volatiltity that results from
using different measurement attributes. The Company does not expect the
adoption of SFAS 156 to have a material impact on its results of operations
and financial position.

In February 2006, the FASB issued SFAS No. 155 “Accounting for Certain
Hybrid Financial [nstruments, an amendment of FASB Statements No. 133
and 140", {"SFAS 155”). SFAS 155 clarifies certain issues relating 1o embed-
ded derivatives and benefici.’%l intergsts in securitized financial assets. The
provisions of SFAS 155 are effective for all financial instruments acquired or
issued for fiscal years beginning after September 15, 2006. The Company is
currently assessing the impact that the adoption of SFAS 155 will have on
its results of operations and financial position.
]

RECLASSIFICATIONS Certain prior years” amounts have been reclassi-
- | .
fied to conform to the t:urrentl year presentation.
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B. ACCOUNTS AND NOTES RECEIVABLE

{Millions of Doltars) I 2006 ] 2005
Trade accounts and notes receivable $ 7360 $ 6006
Other 414 439
Gross accounts and notes receiv:;able 7834 644.5
Allowance for doubtful accounts (33.8) (34.9)
Net accounts and notes receivaﬁle $ 7996 | § 6096

Trade receivables are disperseld among a large number of retailess, distribu-
tors and industrial accounts Iin many countries. Adequate reserves have
been established to cover anticipated credit losses.

The Company has agreements to sell, on a revolving basis, undivided inter-
ests in defined pools of notes receivable to 'a Qualified Special Purpose
Entity {"QSPE"). The entity i's designed to falcilitate the securitization of
certain trade accounts recer\.!able and is used as an additional source of
liquidity. At December 30, 20[]6 and December 31, 2005, the defined pools
of receivables amounted to $86 7 million and1$‘|251 millign, respectively,
" while the agreement permns‘ the QSPE to have a maximum of $150 mil-
lion of borrowings outstandrng at any time. The proceeds from sales of
such eligible receivables to the QSPE in revolving-period secuntizations
were $43.9 million in 2006 alnd $4.7 million |A 2005. There were no gains
or losses on these sales. The amounts dedurzted from receivables in the
December 30, 2006 and December 31, 2005 Consolldated Balance Sheets
under this arrangement were‘ $60.3 million and $16.4 million, respectively.
The Company is responsible for servicing and clollecting the receivables sold
and held in the QSPE. Any mcremental costs related to such servicing and
collection efforts are not S|gn|f|cant The OSPF bears the risk of non-collec-

tion an the receivables it haslpurchased.

C. INVENTORY

| {Millisrs ef Dollars) 2006 l 2005
\ Finished products $ 455 $ 3489
.Work in process 51.0 KR
Raw materials 94 73.0
Total \ $ 5989 | § 4607

et inventories in the amount of $237.1 mrlhon at December 30, 2006 and
: 319 .4 million at December :lﬂ 2005 were va{lued at the lower of LIFO cost
or market. If the LIFO methc}d had not been ’used, inventories would have
baen $68.8 million higher than reported at Dlecember 30, 2006 and $65.5
million higher than reporteq at December 31, 2005, The LIFO method is
uti!i‘zed in determining inventory value as it|results in better matching of

cos'! and revenues.
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D. ASSETS HELD‘FOR SALE L

Assets held for sale are reported at the lower of fair value less cost to sell
or carrying value. At December 30, 2006, $28.2 million of financing lease
receivables were classified as held for sale. These receivables, generated by
the Blick business within the Security Solutions segment, will be sotd in 2007
for an amount expected to slightly exceed their aggregate carrying value.

At December 31, 2005, real property in the Consumer Products segment,
valued at $0.6 million was classified as held for sale; this property was
sold during 2006 and a gain of approximately $1.9 million was recoegnized
thereon. Alsa, $1.7 million of assets related to the Goldblatt® product line
in this same segment were classified as held for sale at December 31, 2005
and sold during 2006.

Additionally, the net assets of the American appliance hinge and the UK. dec-
orator tools businesses, which were sold in 2006, were classified as held for
sale at December 31, 2005, as detailed in Note T Discontinued Operations.

E. PROPERTY, PLANT AND EQUIPMENT

Useful

Life

(Millions of Dollars) 2006 2005 (Years)

Land $ W5 |$ 280 N/A

Land improvements 16.3 18.0 10-20

Buildings 2726 2419 40

Leasehold improvements 2.2 17.8 Term of lease

Machinery and equipment 946.4 876.9 315

Computer software 129.2 108.4 35
Gross PPRE $1,4292 | $1.2970

Less: accumulated

depreciation and amortization 869.8 8299
Total |'s 5594 | § 4671

Depreciation and amortization expense associated with property, plant and
equipment was as follows:

{Millicas of Dollars) 2006 | 2005 2004
Depreciation $ 694 $ 535 $ 6583
Amortization 12.2 12.7 130
Depreciation and

amortization expense $ 86 $ 662 $ N3

The amounts above are inclusive of discontinued operations depreciation
and amortization expense of $0.1 million in 2006, $0.3 million in 2005 and
$3.0 million in 2004.
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F._f\_(_:_QUISITIONS

The Company completed 20 acquisitions during 2008, 2005 and 2004.
These: businesses were acquired pursuant to the Company's growth
and portfolio repositioning strategy. The acquisitions were accounted
for by the purchase methad in accordance with Statement of Financial
Accounting Standards No. 141 [“SFAS 141"}, "Business Combinations”,
and their results are included in the Company's Consolidated Operating
Results from the respective acquisition dates. All of the acquisitions have
resulted in the recognition of goodwill. Goodwill reflects the future earn-
ings and cash flow potential of the acquired business in excess of the fair
values that are assigned to all other identifiable assets and liabilities.
Goodwill arises because the purchase price paid reflects numerous fac-
tors including the strategic fit and expected synergies these targets bring
to existing operations, the competitive nature of the bidding proeess and
the prevailing market value for comparable companies. SFAS 141 requires
all identifiable assets and liabilities acquired to be reported at fair value
and the excess is recorded as goodwill. The Company obtains information
during due diligence and from ather sources which farms the basis for the
initial allocation of purchase price to the estimated fair value of assets
and liabilities acquired. In the manths following an acquisition, indepen-
dent intangible asset valuation reports, asset appraisals and other data
are obtained i order to finalize the fair values assigned to acquired
assets and liabilities.

Integration of certain acquisitions reguires reduction of redundant person-
nel, closure of facilities, and other restructuring actions related to the
acquired businesses. In such cases, a restructuring accrual is recorded for
actions identified in integration .strategy plans-initially developed by the
Company as of the 'acquisition date, with a resulting increase to goadwill,
As integration strategies are executed, the Company monitors the previ-
ously established restructuring accruals and makes adjustments to the
gxient actual expenditures differ from the estimated accruals, Adjustments
recorded to previously established restructuring accruals until the time
integration plans are fully executed, not to exceed ane year from date of
original acquisition, are reflected in the final geadwill amount included
in the purchase price allocation, Adjustments made subsequent to the
finalization of integration strategies, or after one year from the date of
original acquisition, are reflected in earnings if increases to the originally
established accruals are required, while accruals that are not fully utilized
are appropriately reduced against goodwill.

2006 ACQUISITIONS Dln January 1, 2006, the Company completed the
acquisition of Facom S.A. (“Facom") for 407 million euros {$479.8 million)
which was financed with a combination of cash on hand and debt issuance.
Facom, based in France, .i:s a leading European manufacturer-of hand and
mechanics tools with annual revenues approximating $475 million. Facom
designs, manufactures and markets the majority of its tool product range to
professional automotive and industrial end users with its well-known indus-
trial tool brands: Facom'”' Virax® and USAG®. Facom operates primarily
within the premium |ndustr|al and automotive tools sector in Europe, while
the Company's pre- exnstmg European customer base is focused mainly on
the construction and D-I-Y {“do-it-yourself") channels. Facom is primarily
included in the Company’s Industrial Tools segment while its minor D-}-Y
business is included in the Consumer Products segment.

As of July 31, 2008, the Company completed a tender offer to acquire approx-
imately 67% of the outstanding shares of Besco Pneumatic Corporation
{“Besco”), a leading manufacturer of pneumatic tools for $37.9 million in
cash. Over the next five years, the Company will have the option to increase
its ownership by an additional 15% to an ultimate ownership of 82%.
Besco, which is headquartefred in Taiwan and also has operations in China,
possesses state-of-the-art‘ research and development capabilities and
efficient production facilities. Besco was one of Stanley {astening systems’
largest suppliers and appréximately half of its 2005 sales of $38 million
were to the Company. Thejacquisition is a key step in reducing fastening
system's existing cost structure and will facilitate the pursuit of business in
emerging markets aided by;Besco's brand strength in Asia. _

The Company also made fi\:re bolt-on acquisitions and increased its invest-
ment in a previously conso!i|dated joint venture during 2006 for a combined
purchase price of $33.9 miIIlion. On January 23, 2006, Automatic Entrances
of Colorado, Inc. {“Automatic Entrances”) was acquired. This is a distributor
that sells, installs and serwces automatic doors and gates in several west-
ern states in the U.S. Another automatic door distributor, Automatic Doors
Systems, Inc. {“Automatic Doors ). was acquired on July 31, 2006 and oper-
ates in the southeastern U§ region. These two acquisitions increased the
geographic szale of the automatic daor business’ existing branch structure.
On February 28, 2006, thej Company completed the acquisition of Allan
Brothers (Pty) Ltd. and affiliated companies {“Allan Brothers”}, a South
African preducer of various pail and staple products that complements the
Company's existing fastening systems business. GDX Technologies Ltd. was
acquired on July 26, 2006 énd is a leading access control supplier in the
United Kingdom that possesses strong technolegical product development
capabilities, This business c:umplements the Company’s existing European
security integration business. Another small bolt-on acquisition was made
related to the Company's meéhanical access husiness, and an additional 20%
interest was acquired in a prz:aviously consolidated Chinese joint-venture.
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The total purchase price of $5|51.6 million (incltfsive of $2.4 million of hold-
back note payables} for the 2008 acquisitions': reflects transaction costs
and is net of cash acquired. A‘mounts allocated to the assets acquired and
liabilities assumed are based on estimates of falr value. The purchase price
allocation of Besco includes ‘!00% of the acqmred assets and liabilities, of
which $22.1 million is a non-c:untrollmg mtefelst that is reflected in Qther

liabilities in the Consolidated Balance Sheet.

Adjustments to reflect the falr value of the assets acquired and liabilities
assumed are complete for Facom Automatic Doors Automatic Entrances,
and Allan Brothers. Howewler, the purchasé price allocations for the
Besco, GDX and other minor acquisitions are preliminary, mainly with

o o Lo
respect to finalization of intangible asset valuations, related deferred

taxes, and other minor items!
The following table summarizles the estimatecf fair values of major assets
acquired and liabilities assumed for the 2006 acquisitions in the aggregate:
{Millicns of Doltars) I 20056
Current assets, primarily accounits

receivable and inventories $ 2678
Property, plant, and equipment 1046
Goodwill 2926
Trade names 1754
Customer relationships n5
Patents and technology 17.0
Other intangible assets 18
Other assets 8.3
Tota! assets | $ 8890
Current liabilities 2135
Deferred tax liabilities 219
Other habilities 984
Total liabilities | $ 398 |

Other liabilities primarily cowsisl of IiabititiesI for warranty, environmental
and employee benefit 0h||gat|ons assomated with the Facom acquisition

and the previously dlscussed $221 mlllmn Besco non-controlling interest.

The weighted average useful lives asmgned to the amortizable assets iden-
tified above are trade names - 7 years; custc:zmer relationships — 13 years;
patents and technology — 15 years; and other intangible assets — 9 years.
The amount allocated to the Itrade names |nc1l|.1des $171.6 million associated
with the Facom acquisition {|Fac0m®, Virax®, !and USAG®) which have been
determined to have indefin‘ite lives. Goodwill associated with the 2006

acquisitions that is deductible for tax purposes amounts to $0.6 millian.

During 2006, the Company completed a consultation process with its
European Works Council re'garding the reo:rganization of its Facom and
Stanley hand tools activities|in Europe (these | Initiatives”). These Initiatives
will, among other things, implement growth strategies and reduce casts by
rationalizing manufacturing, iogistics, sales and support organizations result-
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ing in the severance of approximately 580 employees, the cl
legacy Facom factories in France, as well as four legacy Facon
centers located in the United Kingdom, Belgium, Germany and
The facility rationalization commenced recently with the severan
imatety 440 employees, closure of the two French factories and
United Kingdom distribution center. The Company expects to co
Initiatives during 2007. Cash expenditures to be incurred for the
are estimated at $79 million, of which $59.4 million has been re
Facom purchase price allocation and $0.7 million was reporte
restructuring charge. As of December 30, 2006, $6.6 million has
to date, with $53.5 million accrual remaining. Also, $1.4 mii
impairments were recorded to Cost of Sales relating to inventor
tion associated with the plant shut downs.

2005 ACQUISITIONS The Company completed the acquisitic
Group. Inc. (""Security Group”} on January 4, 2005 and acq
assets and liabilities of Rolatape Corparation {“Rolatape”) as
2005 for a combined cost of $57.4 million. Security Group n
and distributes locking devices, lock parts and safes in the U
and Europe. Rolatape, a small-bolt on to the 2004 CST/Berge
designs, manufactures and distributes measuring wheels in
survey, construction and industrial channels. In January 2005,
acquired Eastern Vault & Security Limited (“EVS”), a small
electronic security products and services primarily to financia
in Canada for $1.3 million, which was immediately integrated ir
Bay business. On May 12, 2008, the Company acquired Sie
Systems Pty Ltd. {"Sielox”} for $6.3 million. Sielox is an Ausi
security integrator that provides security systems for new
environments such as prisons, major apartment and office |
provides the Company a footprint in the Australian secur
Precision Hardware, Inc. {"Precision”) was acquired on May
a purchase price of $41.5 million. Precision manufactures an
exit devices, door closers and security hardware in the Unite
pravides a complementary product line to the Company’s exist
cal access busingss. The Company completed the acquisi
Verwaltungs, Beteiligungs and Handels Gmbh afong with a rel
interest in Chicago Steel Tape Gmbh (collectively "ABZ") o
B, 2005 for $3.3 million. ABZ, based in Germany, develops
surveying technology and equipment. On September 30, 20
Electronic Systems, Inc. {"Pinnacie”) was acquired for $5.1 mil
is a full-service electranic security integrator specializing in
facilities in the Eastern and Midwestern United States. On N
2005, the Company completed the acquisition of National M
Co. ("National”} for $174.3 million. National is a leading Noi
manutacturer and supplier of builders’ hardware that markets
of its product range through the two-step cooperative channe!
trade and serves over 25,000 outlets with manufacturing opel
U.5., Canada and Mexico.
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The total purchase price of $289.2 million for the 2005 acquisitions reflects
transaction costs and is net of cash acquired. Amounts allocated 1o the
assets acquived and liabilities assumed are based on estimates of fair
value. Adjustments to reflect the fair value of the assets acquired and
liabilities assumed are complete for the 2005 acquisitions.

The following table summarizes the estimated fair values of major assets
acquired and liabilities assumed for the 2005 acquisitions in the aggregate:

| 2005 ]

{Millions of Dollars)

Current assets, primarily accounts

~ receivable and inventories $. 1225
Property, plant, and equipment 48.8
Goodwill 144.0
Trade names 30.6
Customer relationships 41.0
Patents and technatogy 3
Other intangible assets 1.7
Other assets 5.7
Total assets . $ 3976 |
Current liahilities 69.2
Deferred tax liabilities 19.0
Other liabilities (primarily employee benefit related} 211
Total liabilities | $ 1153

The purchase price allocation above includes a $6.9 million hold-back note
payable that was issued in conjunction with the Security Group acquisition
which was repaid in quarterly installments during 2005.

The weighted average useful lives assigned to the amortizable assets iden-
tified above are trade names — 8 years; customer relationships - 9 years;
patents and technology — 8 years; and other intangible assets — 2 years.
The amount allocated to trade names includes $17.9 million, $9.2 million
and $0.9 million associated with the National, Security Group and Rolatape
acquisitions, respectively, which have been determined to have indefinite
lives. Goodwill associated with the 2005 acquisitions that is deductible for
tax purposes totals $25.8 million.

in connection with its acquisition of National, the Company recorded
$8.0 mitlion in severance costs for 243 employees and $0.3 million for
facility closure costs to the purchase price allocation, and $0.2 million
was recorded as a restructuring charge. As of December 30, 2006, $5.8
miltion has been utilized with $2.7 million accrual remaining.

In cannection with its acquisitions of Security Group and Precision Hardware,
the Company recorded $3.3 million of restructuring reserves in the purchase
price allocation comprised of $2.5 million of severance and $0.8 million of
lease and building exit costs. Of this amount, $2.9 million has been utilized to
date with $0.4 million accrual remaining as of December 30, 2006.

PRO FORMA EARNINGS FOR ACQUISITIONS The information for
2006, 2005 and 2004 set forth below reflects the pro forma consoli-
dated results as if the 2006, 2005, and 2004 acquisitions had occurred
at the beginning of 20@4. Non-recurring expenses of the acquired
companies have been eliminated, while the effects of the Company's
inventory step-up charges and increased intangible asset amortizaticn
expense have been adde:d to the results below. Operating results for
the acquisitions during these pre-acquisition periods are not necessarily
indicative of future results.

{Millicns of Dollars) (Unauditad) | | 2006 2005 2004
Net sales ! $ 40354 $39869 $3.8628
Net earnings 1 $ 3090 | $ 3082 § 3907
Diluted eamings per share , $ 369 $ 3s $ 454

G. GOODWILL AND OTHER
____I_l\!'_l'_l-}!\l_@_lBl_.E ASSETS
1
GOODWILL The changes in the carrying amount of goodwill by segment
are as follows:

! Consumer Industrial Security
{Millicns of Dollars) . Products Tools Solutions  Total
Balance December 31,2005'  $ 1593 § 1382 § 4434 § 7409
Acquisitions during the year 09 2770 147 2926
Final purchase '
accounting allocations 22.3 0.1 4.4 26.8
Foreign currency
translation and other i (0.6} 2949 10.6 399

: [aalance December 3u.zb|ha $1819 $ 4452 § 4731 $1,1002 ]

OTHER INTANGIBLE ASSETS Other intangible assets at December 30,
2006 and December 31, ZOQS were as follows:

{Mitfiars of Dollars) I 2006 2005
Gross Gross
Carrying Accumulated | Carrying Accumulated
Amount Amortization | Amount Amortization
Amortized Intangible Assets '
- Definite lives
Patents and copyrights $ 510 $ (261)| % 357 § (184
Trade names 217 {15.5) 242 {12.4)
Customer relationships 2304 (671} 1987 {41.1)
Other intangible assets 385 (22.0} 353 {16.8)
Total I's 3836 $(130.7H]§ 2939 § (88.7)
Unamortized Intangible Assets
- Indefinite lives
Trademarks $ 2984 $ 1074
Minimum pension liabitity | - 6.9
Total |s 2984 }s 1143
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Aggregate other intangible assets amortization expense by segment was
as follows:

{Millions of Doftars) 2006 2005 2004
Consumer Products $ ,’5.3 $ 30 $ 27
Industrial Tools i85 39 37
Security Solutions 248 234 17.3

Consolidated [ls 396 | $ 303 §$ 237

Future estimated amurtizatioln gxpense is $§5.5 million for 2007, $31.1
million for 2008, $25.3 million for 2009, $21.5 million for 2010 and $18.0
million for 2011.

H. ACCRUED EXPENSES

Accrued expenses at December 30, 2006 and December 31, 2005 were

as follows:

{Millions af Dollars) 2006 2005
Income and other taxes $ 727 $ 883
Payrol} and related taxes 94.5 53.0
Trade allowances 65.4 52.7
Restructuring costs 63.1 49
Insurance and benefits 35.0 318
Other 195.2 1436
Total [ [| § 4859 |5 3743

i
. LONG-TERM DEBT AND
FINANCING ARRANGEMENTS

Long-term debt and financing arrangements at December 30, 2006 and
December 31, 2005 follow:

T f
Interest Rate

{Millions of Dollsrs) | 2006 2005
Notes payable in 2007 fas% s 750 | § 750
Notes payable in 2007 i 3.5% 150.0 1500
Notes payabte in 2012 ] 4.9% 200.0 2000
Industrial Revenue |

Bonds due in 2010  6.3-6.8% 5.6 5.6
ESOP loan guarantees, '

payable in varying l

monthly installments I

through 2009 i B.1% 48 5.3
U.K. loan notes, ‘ '

payable on demand UK Libor less 0.5% 15 204
Other, payable in f

varying amounts f

through 2011 0.0-7.8% 25 1.0
Notes payable in 2045 ! |

{subordinated) I 5.9% 4501 450.1
Total debt ‘ $ 9095 | $ 9174
Less: current maturities I 2303 221
Long-term debt i $ 6792 | $ 8953

In December 2005, the Company amended its committed 5 year revolv-
ing credit agreement, increasing the size from $400 million to $550
million; this includes provisions that allow designated subsidiaries to
borrow up to $250 million in Euros and Pounds Sterling. The credit
agreement maturity is October 2009. The Company pays a commitment
fee of 0.08% per annum.

In addition, the Company has short-term lines of credit with numerous
banks aggregating $251.4 million, of which $130.9 million was available
at December 30, 2006. Short-term arrangements are reviewed annually
for renewal. The aggregate lang-term and short-term lines amounted to
$801.4 million. The Company's $550 million committed credit facility is
designated as a liquidity back-stop for its commercial paper program.
The Company increased its commercial paper program from $400 million
to $550 million in December 2006. The weighted average interest rates
on short-term borrowings at December 30, 2006 and December 31, 2005
were 4.7% and 4.2%, respectively.

In November 2005, the Company issued $450.1 million of junior subordi-
nated debt securities to The Stanley Works Capital Trust | [**Trust”}, with
a 40-year term and a fixed initial coupon rate of 5.902% for the first five
years. The Trust, which is not consolidated in accordance with FIN 46R,
obtained the funds it lpaned to the Company through the capital market
sale of $450 million of Enhanced Trust Preferred Securities ("ETPS™)
and through the sale of $0.1 million in Trust Common Securities to the
Company. The obligations, tenor and terms of the ETPS mirror those of
the junior subordinated debt securities. The securities may be redeemed
after five years without penalty. If not redeemed after 5 years, the coupon
rate will reset quarterly to 1.4% plus the highest of 3-month LIBOR, the
10-Year US Treasury CMT or the 30-Year US Treasury CMT, limited to a
maximum rate of 13.25%. Net proceeds of the issuance were used to
partially finance the acquisitions of Facom {January 1, 2006} and National
(November 30, 2005).

To manage interest costs and to better match financial obligations to
saurces of operating cash flows, the Company maintains a portfolio of swap
agreements. See Note J Financial Instruments for more information regard-
ing the Company's interest rate and currency swap agreements.

Aggregate annual maturities of long-term debt for each of the years from
2007 to 2011 are $230.3 million, $14.6 million, $5.0 million, $6.7 million
and $0.9 million, respectively. Interest paid during 2006, 2005, and 2004
amounted 10 $70.3 million, $38.9 million, and $39.0 million, respectively.

Included in Short-term borrowings on the Consolidated Balance Sheets as
of December 30, 2006 and December 31, 2005, is commercial paper of $31.1
million and $105.7 million, respectively.
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The Company assumed $29 million of debt in the Blick and Frisco Bay
acquisitions. As of December 30, 2006 and December 3t, 2005, the remain-
ing balance of the U.K. lean notes related to the Blick acquisition was $1.5
million and $20.4 million, respectively, which is reflected in the current
portion of long-term debt.

In 2005, the Company paid $70.6 million to purchase 2.5 million shares of
common stock, settling the remaining portion of the common stack equity
hedge forward contracts that were amended in June 2003. The notional
principal balance of $70.6 million as of January 1, 2005 had been recognized
as debt on the Consclidated Balance Sheets and the 2.5 million underlying
shares were excluded from the number of shares used to calculate basic
and diluted earnings per share. Refer to Note K, Capital Stock, for further
details on the extinguished equity hedge contracts.

3. FINANCIAL INSTRUMENTS
The Company's objectives in using debt and foreign currency related
financial instruments are to obtain the lowest cost source of funds within
a targeted range of variable to fixed-rate debt proportions, to better match
financial obligations to sources of operating cash flows, and to minimize the
foreign exchange risks arising from cross-border cash flows. To meet these
risk management objectives, the Company enters into interest rate swap
and currency swap- agreements, purchased currency options and foreign
exchange contracts. Derivative instruments are not employed for specu-
lative purpases. Derivatives are recognized in the Consolidated Balance
Sheets at fair value and hedge accounting is applied based on the criteria
specified in SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities”, whereby management designates its derivative instru-
ments as cash flow hedges, fair value hedges or net investment hedges.

CASH FLOW HEDGES Purchased currency options and foreign exchange
forward contracts are used to hedge multi-currency inter-company and
trade cash flows expected to occur over the next one year period. The
objective of these instruments is to minimize the impact of foreign cur-
rency fluctuations on operating results. In addition, interest rate swaps are
utilized to create a fixed rate liability, to achieve the targeted mix of fixed
versus floating rate debt.

FORWARD CONTRACTS At December 30, 2006 and December 31, 2005,
forward contracts hedging inter-company transactions totaled $72.8 million
and $84.3 million, respectively. These foreign exchange forward contracts
are denominated in Australian Dollars, Canadian Dollars, Danish Krone,
Euro, Japanese Yen, Great Britain Pound, New Zealand Dollars, South
African Rand, Swiss Franc, Swedish Krona, Taiwanese Dollars and Thai
Baht. The aggregate fair value of these forward contracts as of December
30, 2006 is a $0.9 million gain that is recorded in Other Current Assets in
the Consolidated Balance Sheet.

INTEREST RATE SWAPS, The Company has executed interest rate swaps
to exchange the floating rate rent associated with two of its major distribu-
tion centers to a fixed rent amount. At December 30, 2006, the aggregate
fair value of the outstandmg interest rate swaps is a net gain of $0.4 million
as reflected in Other Assetls in the Consolidated Balance Sheet.

In November 2005, the Company entered into interest rate swaps prior
to the issuance of its Enhanced Trust Preferred Security (“ETPS”) with
an aggregate notional value of $300 million. These swaps were used to
mitigate interest rate volaltility relative to the five year Treasury rate by
effectively fixing the ETP§ five year rate. The interest rate swaps had
original maturity dates of li\lovember 2010, which matched the end of the
fixed rate ETPS term. As pllanned, the swaps were terminated at the time
of the ETPS issuance resulting in a pre-tax loss of $1.3 million, which was
reflected in Accumulated Other Comprehensive Loss in the Consolidated
Balance Sheet; this loss |s being amortized to interest expense over a
period of five years. :

Additionally, in 2005 the Company entered into a 30 year floating to fixed
interest rate swap with a notional value of $150 mifion. The swap hedged
the interest rate exposure :associated with the forecasted refinancing of
the $150 million 3.5% bon(lis maturing November 2007. During 2006 the
swap was terminated, reslulting in @ $5.9 million gain before tax. The
termination of this financia! instrument is consistent with the Company’s
risk management objective to obtain the lowest cost source of funds within
a targeted range of variable to fixed rate interest rate proportions. The
gain arising from the swap :'Iermination is reflected in Accumulated Qther
Comprehensive Loss in the Consolidated Balance Sheet, and will be amor-
tized to future earnings.

CROSS CURRENCY SWAPS The Company and its subsidiaries have
entered into various :nter—company transactions whereby the notional
values were denominated in currencies (United States Dollar, Eure and
Canadian Dollar) other than tlhe functional currencies of the party executing
the trade {United States Dollar and Euro). In order to better match the cash
flows of its inter-company obligations with cash flows from operations, the
Company entered into cross currency swaps. The swaps have an aggregate
United States Dollar nouonél value of $266.3 million and maturity dates
ranging from December 2007 to November 2010. At December 30, 2006,
the aggregate fair value of the Company’s cross currency swaps that were
designated as cash flow hedges, was a net |oss of $38.5 million as reflected

in Other Liabilities in the Consolidated Balance Sheet.
|
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For derivative instruments that are so designated at inception and qualify as
cash flow hedges, the Company records the effective portions of the gain or
foss on the derivative instrument in Accumulatea Other Comprehensive Loss,
a separate component of Shareowners’ Equity, and subsequently reclassifies
these amounts into earnings in|the period during which the hedged transac-
tion is recognized in earnings. IThe ineffective p:ortion of the gain or loss, if
any, is immediately recognized in the same captlicm where the hedged items
are recognized in the Consolldated Statements of Operations, generally
Other-net. There is a $4.4 m|II|0n after-tax gain reported for cash flow hedge
effectiveness in Accumulated Other Comprehensive Loss as of December 30,
2046. Any gain or foss on these|instruments at matunty will be reclassified to
earnings when the hedged transactluns oteur in lhe years 2007 through 2010.
The ultimate amount recngmzed will vary based on fluetuations of the hedged
currencies {United States Dollar Euro, Great Brltaln Pound and Canadian
Dolfar} through the maturity dates During 2006, 2005 and 2004, $25.7 million,
{$12.7) million and $14.3 million pertaining to ca'sh flow hedges was reclas-
sified from Accumulated Other\Comprehensive Loss info earnings during the
periods in which the underlying hedged transactions affected earnings; due
to the effectiveness of these instruments in matching the underlying on a net
basis there was no significant earnings impact.

FAIR VALUE HEDGES For derivative mstruments that are designated
and qualify as fair value hedges, the Company reccgmzes the gain or loss on
the derivative instrument in ealmmgs in the same caption where the offset-
ting gain or loss on the hedged item is recognized in the current period.

CROSS CURRENCY SWAPS The Company|and its subsidiaries have
entered into various inter- corn'pany transactlnns where the notional values
are denominated in currenmes (Unlted States Dollar Canadian Dollar, Euro,
Japanese Yen and Great Brltaln Pound) other thlan the functional currencies

of the party executing the traclie (United Stateé Dollar, Great Britain Pound
and Euro). In order to better m}':m:h the cash f|0\'NS of its inter-company obli-
gations with cash flows from cl}perations the CFmpany entered into various
cross currency swaps. The swaps have an aggregate United States Dollar
notional value of $350 mlllmn‘wnh maturity dates ranging from December
2007 to September 2010. At December 30, 2006 the aggregate fair value
of the Company’s ¢cross curren:cy swaps that w:ere designated as fair value
hedges, was a net loss of $14.3 million as reflected in Other Liabilities in

the Consolidated Balance She'et.

NET INVESTMENT HEDPE The Company utilizes net investment
hedges to offset the translalion adjustment arising from remeasuring its
investment in the assets, liabilities, revenues,;and expenses of its foreign
subsidiaries. For derivative illlstruments that 'are designated and qualify
as net investment hedges, t'he Company records the effective portign
of the gain or loss on the derivative instrument in Accumulated Other
Comprehensive Loss, & compo‘nent of Shareow’ners' Equity.
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In February 2004, the Company entered into a cross currency swap with a
United States Dollar notional value of $45.4 million to hedge its net invest-
ment in Great Britain Pound assets. The Company pays Great Britain Pounds
and receives United States Dollars using fixed interest rates, offsetting the
translation adjustment of its net investment in Great Britain Pound assets,
This swap has a maturity date of February 2014, At December 30, 2008, the
fair value of this currency swap was a loss of $5.2 million and is recorded
in Other Liabilities in the Consolidated Balance Sheet and the pre-tax loss
on the net investment hedge included in Accumulated Other Comprehensive
Loss is $5.5 million,

In February 2006, the Company entered into a cross currency swap matur-
ing December 2006, with a United States Dollar notional value of $100
million to hedge its net investment in Euro assets. The Company pays Euros
and receives United States Dollars using fixed interest rates, offsetting the
translation adjustment of its net investment in Euro assets. At maturity, the
derivative contract was settled and a pre-tax loss of $10.1 million on this
initial contract was recorded in Accumulated Other Comprehensive Loss.
In December 2008, the Company entered into another crass currency swap
with a notional value of $100 million and a maturity of December 2009 to
continue to hedge its net investment of Euro assets. The Company paid
Euros and received United States Dollars using fixed interest rates, offset-
ting the translation adjustment of its net investment in Euro assets. At
December 30, 2008, the fair value of this currency swap was a loss of $0.5
million as reported in Other Liabilities in the Consolidated Balance Sheet
and the loss on the net investment hedge included in Accumulated Other
Comprehensive Loss was $0.5 million before taxes.

UNDESIGNATED HEDGES Purchased currency options and foreign
exchange forward contracts are used to reduce exchange risks arising from
cross-border cash flows expected to occur over the next one year period.
The objective of these practices is to minimize the impact of foreign cur-
rency fluctuations on operating results.

At December 30, 2006, forward contracts hedging intercompany transac-
tions totaled $139.2 million. These foreign exchange forward contracts are
denominated in Australian Dollars, Canadian Dollars, Danish Krone, Euro,
Japanese Yen, Great Britain Pound, New Zealand Dollars, Polish Zloty,
South African Rand, Swiss Franc, Swedish Krona, Taiwanese Dollars and
Thai Baht. The contracts mature in less than one year. The aggregate fair
value of these forward contracts is a $0.2 million loss that is recorded in
Other Current Liabilities in the Consolidated Balance Sheet.

HEDGE EFFECTIVENESS For forward contracts and cross currency
swaps designated as cash flow, fair value or net investment hedges, the
Company measures hedge effectiveness by comparing the cumulative
change in the hedge contract with the cumulative change in the hedged
item, both of which are based on forward rates. The ineffective portion, if
any, of the hedge is recognized in earnings immediately. Hedge ineffective-
ness was immaterial for 2008, 2005 and 2004.
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For interest rate swaps designated as cash flow hedges, the Company mea-
sures the hedging effectiveness by offsetting the change in the variable
portion of the interest rate swap with the change in the expected interest
‘flows due to fluctuations in the LIBOR based interest rate.

The counterparties to all of the above mentioned financial instruments are
major international financial institutions. The Company is exposed to credit
risk for net exchanges under these agreements, but not for the notional
amounts. The risk of default is considered remote.

The carrying values and fair values of the Company’s financial instruments at
December 30, 2006 and December 31, 2005 follow:

{Millions of Dollars, (asset} lability} 2006 l 2005
Carrying Fair | Carrying Fair
Value Value Value Value
Long-Term Debt, !
Including Current Portion { § 9095 $ 8735 |% 974 $9123
Undesignated Hedges: f
Forward Contracts V) 0.2 - -
Cash Flow Hedges: ;
Forward contracts "~ {0.9} (0.9) (0.1} (0.1)
Interest rate swaps ; {04} - (0.4} 02 02
Cross currency swaps 385 385 174 174
Fair Value Hedges: )
Cross currency swaps S 143 143 {8.0) {8.0]
Net Investment Hedges:
Cross currency swaps ' 87 57 0.8 (X
Total Financial nstruments | $ :966.8 $9309 89277  $926

The fair values of fong-term debt instruments are estimated using discount-
ed cash flow analysis, based on the Company’s marginal borrowing rates.
The fair values of foreign currency and interest rate swap agreements are
based. on current settlement values. The carrying amount of cash equiva-
lents and short-term borrowings approximates fair value.

K. CAPITAL STOCK

WEIGHTED-AVERAGE SHARES OUTSTANDING Weighted-average
shares outstanding used to calculate basic and diluted earnings per share
for each year were as follows:

i 2006 ] 2005 2004

Basic earnings per share,

weighted-average :

shares outstanding 81,866,241 | 83,346,898  62,057.863
Dilutive effect of stock '

options and awards 1,838,131 | 2,058,820 2,185,949
Diluted earnings per share,

weighted-average

shares outstanding 83,704,372 | 85405718  84,243812

COMMON STOCK SHA:RE ACTIVITY Common stock share activity for
2006, 2005 and 2004 waslas follows:

2006 2005 2004
Qutstanding, beginning of vear | 83791,128 | 82407063 81276821
Issued from treasury | - 2076722 | 1,388.179 1,151 576
Returned to treasury | - (4,026,224) {4.113) {21,334)

| 81841627 | 83,791,129 82,407,063

Outstanding, end of year |

COMMON STOCK RE:SEHVED Common stock shares reserved for
issuance under various employee and director stock plans at December 30,
2006 and December 31, 2005 are as follows:

| :

0 2006 l 2005
Employee stock purchase plé:n 3347100 3412320
Stock-based compensation plans 5,312,881 6,696,171

Total | 8,660,621 | 10,108,501

PREFERRED STOCK PIIJRCHASE RIGHTS Each outstanding share of
common stock has one ha!f of a share purchase right. Each purchase right
may be exercised to purchase one two-hundredih of a share of Series A
Junior Participating Preferred Stock at an exercise price of $220.00, subject
to adjustment. The rights, which do not have voting rights, expire on March
10, 2018, and may be redeemed by the Company at a price of $0.01 per right
at any time prior to the terith day following the public announcement that a
person has acquired benefjcial ownership of 15% or more of the outstand-
ing shares of common stock. In the event that the Company is acquired in a
merger or pther business co:mbination transaction, provision shall be made so
that each holder of a right (?therthan a holder who is a 14.9%-or-more share-
owner} shall have the right to receive, upon exercise thereof, that number
of shares of commaon stock of the surviving Company having a market value
equal to two times the exertise price of the right. Similarly, if anyone becomes
the beneficial owner of mc'are than 15% of the then outstanding shares of
common stock {except pursluam to an offer for all cutstanding shares of com-
mon stock which the indepcfndent directors have deemed to be fair and in the
hest interest of the Company), provision will be made so that each holder
of a right {other than a holder who is a 14.9%-or-more shareowner) shall
thereafter have the right toireceive, upon exercise thereof, common stock (or,
in certain circumstances, cash, property or other securities of the Company)
having a market value equql to two times the exercise price of the right. At
December 30, 2006 therelwere 40,920,814 outstanding rights. There are
250,000 shares of Series A Junior Participating Preferred Stock reserved for
issuance in connection with the rights.
|
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S‘I’OCK BASED COMPENSATIUN PLANS The Company has stock-
based compensation plans for’salaned employflzes and non-employee mem-
bers uf the Board of Dlrectors The plans provu‘je for discretionary grants of
stock' options, restricted stock unns and other stlock based awards. The plans
are generaily administered by the Compensation and Organization Committee

of the Board of Directaors, consustlng of non-employee directors.

STOCK OPTIONS Stock options are granted at the market price of the
Comlpany's stock on the date|of grant and have a 10 year term. Generally,
stock option grants vest ratably between one and four years from the
datejof grant. The expense for stock options granted to retirement eligible
employees {those aged 55 and over and with|10 or more years of service]
is relcognized by the date the\,lv hecame retirement eligibte, or on the date of
grant if they are already retirement eligible, as such employees may retain
their options for the 10 year contractual term|in the event they retire prior
to the end of the vesting period stipulated in the grant.

The following describes how| certain assumptions affecting the estimated
fair value of stock options are determined: the hividend yield is cormputed as
the gnnualized dividend rate at the date of grant divided by the strike price
of trie stock option; expected volatility ifs base%j on an average of the market
implied volatility and historical volatility for the five year expected life; the
risk-free interest rate is bas&led on U.S. Treasury securities with maturities
equ?l to the expected life of the option; and an eight percent forfeiture rate
is assumed. The Company uses historical data in order to estimate exercise,
terrrllination and holding perit‘)d behavior for valuation purposes.

The'number of stock options and weighted-average exercise prices follows:

006 | 2005 2004

[ Options' Price] Options Price  Options Price
Outstandmg

beglnmng

of year 9,559,604 $34.06)10,507.908 $32.46 10,995,285 $30.14
Granted 934,000 5044 795000 4722 1.697.250 40.90
Exe[clsed {1.817,695) 31.44] (1,229,350} 2889 [957.976) 26.15
Forfeited {219,401} 32.11| ({513,954} 33.60 (1,224,651} 29.07
Expired 4 - |- - (2000) 2016
Outstandmg

end of year 8,456,508 $36.31|.9559,604 334.06 10,507,908 $32.46
Exqrusable,

end of year 5,619,112 $32.88| 6,259,563 $31.28 5,660,667 $29.89

e — — -
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At December 30, 2008, the range of exercise prices on outstanding stock
options was $19.34 to $51.84, Stock option expense was $8.2 million for
the vear ended December 30, 2006. No stock option expense was recog-
nized in the years ended December 31, 2005 and January 1, 2005 because
under APB 25, no compensation cost was recognized for stock options
when the quoted market price of the stock at the grant date was equal to
the amount per share the employee had to pay to acquire the stock after
fulfilling the vesting period.

The fair value of each stock option grant was estimated on the date of grant
using the Black-Scholes option pricing model with the following weighted
average assumptions used for grants in 2006, 2005 and 2004, respectively:
dividend yield of 2.4%, 2.4%. and 2.6%; expected volatility of 26%, 27%
and 20%: and risk-free interest rates of 4.2%, 4.4% and 3.3%. An expected
life of five years was used in each period and a weighted average vesting
period of 2.3 years in 2006 and 2.5 years in 2005 and 2004. The weighted
average fair value of stock options granted in 2006, 2005 and 2004 was
$12.03, $11.44 and $6.76, respectively.

At December 30, 20086, the Company had $14.1 million of unrecognized
pre-tax compensation expense for stock options. This expense wili be
recognized over the remaining vesting periods which is 1.6 years on a
weighted average basis.

For 2008, the Company received $57.7 million in cash from the exercise of
stock options. The related tax benefit from the exercise of these options
is $12.9 million. During 2006, 2005 and 2004 the total intrinsic value
of options exercised was $35.5 million, $23.3 million and $16.6 million,
respectively. When options are exercised, the related shares are issued
from treasury stock.

SFAS 123H requires the benefit arising from tax deductions in excess of rec-
ognized compensation cost to be classified as a financing cash flow rather
than as an operating cash flow as all such tax benefits were classified under
parlier accounting guidance. To guantify the recognized compensation cost
on which the excess tax benefit is computed, both actual compensation
expense recorded following the adoption of SFAS 123R on January 1, 2006
and pro forma compensation cost reported in disclosures under the previous
SFAS 123 standard in earlier periods is considered. An excess tax bengfit
is generated on the extent to which the actual gain, or spread, an optionee
receives upon exercise of an option exceeds the fair value determined at
the grant date; that excess spread over the fair value of the option times the
applicable tax rate represents the excess tax benefit. In 20086, the Company
reported $4.1 million of excess tax benefits as a financing cash flow.
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Outstanding and exercisable stock option information at December 30,
2006 follows:

Outstanding Exercisable
Stock Options Stock Options
Weighted-

average Weighted- Weighted-
Exercise Remaining average average
Price Contractual Exercise Exercise
Ranges Options Life Price Options Price
$19.00-$25.00 911,275 342 $2222 9z §222
$25.01-$35.00 3313942 459 $3026 2683212 § 30.04
$35.01-352.00 4,231,291 7.14 $4409 2024625 § 4145
8,456,508 5.74 $ 3631 5619112 § 3288

RESTRICTED SHARE UNITS Compensation cost for restricted share units
("RSUs") granted to employees is recognized ratably over the vesting
term, which varies but is generally four years, Non-employee members
of the Board of Directors receive payment for their service on the Board
in the form of RSUs which are expensed immediately. RSU grants totaled
169,675 shares, 122,891 shares, and 107,293 shares in 2006, 2005 and
2004, respectively. The weighted-average grant date fair value of RSUs
granted in 2006, 2005 and 2004 was $49.28, $47.28 and $40.17 per share,
respectively. Total compensation expense recognized for ASUs amounted
to $4.1 million, $2.5 million and $1.8 million, respectively; and the related
tax benefit recorded was $1.0 million, $0.6 and $0.6 million, respectively,
in 2006, 2005 and 2004. As of December 30, 2008, unrecognized compen-
sation expense for RSUs amounted to $9.5 million and this cost will be
recognized over a weighted-average period of 1.8 years.

A summary of non-vested restricted stock unit activity as of December 30,
2008, and changes during the 12 month period then ended is as follows:

Weighted

Average

Grant

Restricted Date Fair
Share Units Value
Non-vested at December 31, 2005 238,830 § 232
Granted 169,675 § 49.28
Vested {104,349) $ 3802
Forfeited (14,938} $ 4589
Non-vested at December 30, 2006 289,238 $ 4676

The total fair value of shares vested (market value on the date vested}
during 2006, 2005 and 2004 was $5.2 million, $0.7 million, and $8.9
million, respectively.

|
Additionally, non-employele members of the Board of Directors received

restricted share-based grants which must be cash settled and accordingly
mark-to-market accounting is applied. The after-tax expense recognized
for such grants amounted 1:[0 $0.8 mittion in 2006, $0.6 million in 2005 and
$0.4 million in 2004. |

LONG-TERM STOCK INCEENTNE PLAN The Long-Term Stock Incentive
Plan {"LTSIP") provides for grants of awards to senior management
employees for achieving Company performance measures, specifically
earnings per share and return on capital emptoyed. Awards are payable
in shares of common slock:, which may be restricted if the employee has
not achieved certain stock ownership levels, and generally no award is
made if the employee terminates employment priar to the payout date.
There are three award c{mles in progress: one for the two and one
half year period ending in December, 2006, the second for the three
year period ending in Deciember, 2007, and the third for the three year
peried ending in December, 2008. The ultimate issuance of shares, if
any, is determined based:on performance over the three year cycle.
The Company has accrued for the expected issuance of shares based
on estimates of future performance in relation to the targets. Expense
recognized for the LTSIP plans amounted to $7.4 million in 2006, $6.4
million in 2005 and $1.6 million in 2004.

EMPLOYEE STOCK PURL!HASE PLAN The Employee Stock Purchase
Plan {“ESPP") enables subs{antially all employees in the United States and
Canada to subscribe at any time to purchase shares of common stock on a
monthly basis at the lower of 85% of the fair market value of the shares on
the grant date {$40.37 per share for fiscal year 2006 purchases) or 85% of
the fair market value of the %.hares on the last business day of each month.
A maximum of 6,000,000 shares are authorized for subscription. During
2006, 2005 and 2004 sharels totaling 64,580, 96,683 and 118,544, respac-
tively, were issued under th%} plan at average prices of $39.26, $33.19 and
$26.78 per share, respectively and the intrinsic vatue of the ESPP purchases
was $0.6 million, $1.3 million and $1.7 million, respectively. For 2008, the
Company received $2.6 million in cash from ESPP purchases, and there is no
related tax benefit. The fair value of ESPP shares was estimated using the
Black-Scholes option pricing, model. ESPP compensation cost is recognized
ratably over the one year terlm based on actual employee stock purchases
under the plan and amounteg to $0.5 million in 20086. The fair valug of the
employees’ purchase rights u|nder the ESPP was estimated using the follow-
ing assumptions for 2008, 2005 and 2004, respectively: dividend yield of
2.4%, 2.4% and 3.1%:; expected volatility of 23%, 27% and 20%; risk-free
interest rates of 4.3%, 2.4% and 2.2%; and expected lives of one year. The
weighted average fair value of these purchase rights granted in 2006, 2005
and 2004 was $9.70, $11.15 z:and $7.03, respectively.
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If compensation cost for the Clompany's stock ?ption plans had been deter-
mlned based on the fair value at the grant dates consistent with the methad
prescnbed by SFAS No. 123, | Accnuntmg for Stock Based Compensation”,

net earnings and earnings per share would have been adjusted to the pro

forma amounts indicated below:
{Millions of Dollars, except for por share data) 2005 2004
Net earnmgs as reported $ 2696 $ 3669
Add: Stock based compensation

expense included in reported|income 6.4 4.1
Less: ]Stock -based employee

compensatmn expense determined

under fair value method,

net of related tax effects 120 10.8
Pro forma net eamings, ‘

fair value method $ 2640 § 3602
Earmngs per share:
BasncI as reported 32 $ 447
Basic, pro forma $§ 317 $ 439
Dilutx:ed, as reported § 376 $ 436
Diluted, pro forma § 309 § 48

Compensatlon cost relating to the stock based compensation grants made
in 2005 and earlier periods i |s recognized ratlably over the vesting period
usmg the accelerated metht}d Effective with the adoption of SFAS 123(R)
on Jfanuary 1, 2006, expense for new grants is recognized on a straight-line
basig over the vesting permd The expense for retiree eligible employees
{those aged 55 and over and Jwth 10 or mare years of service) is recognized
by ttlle date they became retlrement eligible, a’s such employees may retain
their options for the 10 year contractual termlin the event they retire prior

| . S .
to the end of the vesting per:'od stipulated in the grant.

COMMON STOCK EQUITY HEDGE The|Company previously entered
into 'equity hedges, in the form of equity forwards on its common shares, to
offset the dilutive effect of in-the-money stock|options on earnings per share
and Eto reduce potential cash|outflow for the repurchase of the Company’s
stock to offset stock option exercases Under the former equity hedge con-
tracts when the price of the Company s common stack appreciated since the
last iquarterh,r interim settlem'em, the Company received its common shares
fron} the counterparties. Whe}n the price of the Company stock depreciated
since the last quarterly interim settlement, the Company delivered its com-
mon stack from treasury shar‘es to the counter‘parties. Interim quarterly set-
tlements were in shares of common stock, noticash, and were accounted for
witr{in equity. In April 2003, th:e Company settled $100 million of the contracts
through a cash repurchase of 3.9 million undtlarlying shares at that time. In
June 2003, the remaining $113 million in the Company’s common stack equity
hedbe forward contracts were modified to full|physical settlement contracts
with a fixed notional prmmpz‘al of $113 m||||on and 4.1 million of underlying
sharles. As discussed in Note|l Long-term Debt and Financing Arrangements,

[ .
all remaining outstanding principal was repaid during 2005.

|
|
|
|
i
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L. ACCUMULATED OTHER
COMPREHENSIVE LOSS

Accumulated other comprehensive loss at the end of each fiscal year was
as follows:

{Millions of Dallars} 2006 2005 2004
Cusrency translation adjustment $ 83 1§ (741) $ (389
Pension asset/liability, net of tax (68.9) {13.1) (9.1}
Fair value of net investment

hedge effectiveness, net of tax (9.0 {0.5) {3.6}
Fair value of cash flow

hedge effectiveness, net of tax 44 {3.8) (3.6}
Accumulated other

comprehensive loss $ (81.8) $ 191.3) § (55.2)

M. EMPLOYEE BENEFIT PLANS B

EMPLOYEE STOCK OWNERSHIP PLAN {“ESOP’‘) Substantially all
U.S. employees may contribute from 1% to 15% of their eligible compensa-
tion to a tax-deferred 401{k} savings plan, subject to restrictions under tax
laws. Employees generally direct the investment of their own contributions
into various investment funds. An employer match benefit is provided
under the plan equal to one-half of each employee’s tax-deferred contribu-
tion up to the first 7% of their compensation. Half of the employer match
benefit is invested in the Company’s common stock while the investment
of the other half is directed by the employee. Effective January 1, 2007,
participants will direct the entire employer match such that no participant
is required to hold the Company's common stock in their 401(k} account.
The employer match benefit totaled $7.9 million, $8.3 million and $7.3 mil-
lion, in 2006, 2005 and 2004, respectively.

In addition, approximately 4,000 U.S. salaried and non-union hourly employees
receive a non-contributory benefit under the Comerstone plan. Cornerstone
benefit allocations range from 3% to 9% of eligible employee compensation
based on age. Approximately 1,500 U.S. employees receive an additional
average 1.7% contribution actuarially designed to replace previously curtailed
pension benefits. Altocations for benefits earned under the Cornerstong plan
were $13.2 million in 2006, $12.3 million in 2005 and $12.6 million in 2004.
Assets held in participant Comerstone accounts are invested in a broad-
based U.S. equity security index fund and U.S. government bonds.

Shares of the Company's common stock held by the ESOP were purchased
with the proceeds of external borrowings in 1389 and borrowings from the
Company in 1991 {1991 internal loan”). The external ESOP borrowings are
guaranteed by the Company and are included in long-term debt. Shareowners’
equity reflects a reduction equal to the cost basis of unearned (unallocated)
shares purchased with the internal and the external borrowings.
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The Company accounts for the ESOP under Statement of Position {""SOP™)
76-3, "Accounting Practices for Certain Employee Stock Ownership
Plans”, as affected by the Emerging Issues Task Force {"EITF"} 83-8,
“Expense Recognition for Employee Stock Ownership Plans.” Net ESOP
activity recognized is comprised of the cost basis of shares released,
the cost of the aforementioned Cornerstone and 401(k) match defined
contribution benefits, interest expense on the external 1989 borrowing,
tess the fair value of shares released and dividends on unaliocated £SOP
shares. Net ESOP expense was $2.4 million in 2006, $2.1 million in 2005
and $2.2 million in 2004. ESOP expense is affected by the market value
of the Company’s commaon stock on the monthly dates when shares are
released. The market value of shares released averaged $49.28 per share
in 2006, $46.41 in 2005 and $43.20 in 2004,

Unallocated shares are released from the trust based on current period
debt principal and interest payments as a percentage of total future debt
principal and interest payments. Dividends on both allocated and unal-
located shares may be used for debt service and to credit participant
accounts for dividends earned on allocated shares. Dividends paid on the
shares acquired with the 1391 internal loan were used solely to pay inter-
nal loan debt service in all periods. Dividends on ESOP shares, which are
charged to shareowners’ equity as declared, were $11.7 million in 2008,
$12.1 million in 2005 and $12.2 million in 2004. Dividends on ESOP shares
were utilized entirely for debt service in all years. Interest costs incurred
by the ESOP on the 1983 external debt in 2006, 2005 and 2004 were
$0.3 million, $0.4 million and $0.7 million, respectively. Interest costs
incurred by the ESOP on the 1391 internal loan, which have no earnings
impact, were $3.2 million, $9.5 million and $9.7 miltion for 2006, 2005,
and 2004, respectively. Both allocated and unallocated ESOP shares are
treated as outstanding for purposes of computing earnings per share. As
of December 30, 2006, the number of ESOP shares allocated to partici-
pant accounts was 4,185,747 and the number of unallocated shares was
5,458,285. At Deceémber 30, 2008, there were 33,205 released shares in
the ESOP trust holding account pending allocation, The Company made
cash contributions to the ESOP totaling $11.2 million in 2006, $13.3 million
in 2005 and $10.2 million in 2004,

PENSION AND OTHER BENEFIT PLANS The Company sponscrs pen-
sion plans covering most domestic hourly and certain gxecutive employees,
and approximately 7,500 foreign employees. Benefits are generally based on
salary and years of service, except for U.S. collective bargaining employees
whose henefits are based on a stated amount for each year of service.

. (Milligns of Dollars}

|
The Company contributes tP multi-employer plans for certain collective bar-
gaining U.S. employees. In Iaddition, various other defined contribution plans
are sponsored worldwide. The expense for such defined contribution plans,
aside from the earlier discu:ssed ESOP plans, follows.

| .
. | 2006 ] 2005 2004

Multi-employerplanexpense | '$ 08} $ 07 $ 04
Other defined contribution ‘ Co
plan expense % 54| § 33 £ 30

The components of net perliodic pension expense {income) are as follows:
I

, U.S.Plans Non-U.S. Plans

{Milligns of Dallars) 12006 | 2005 2004 2006 | 2005 2004
Service cost ${26 | s 26 §24 $59 %64 $64
Interest cost B 47 32 {3 N7 N
Expected return on .

plan assets 19 29 DO {16.9).] 1162) 115.3)
Amortization of prior : i : .

service cost 1|4 14 20 0.2 1.5 06
Actuarial loss .11 22 0.5 - 64 41 1.5
Settlement / curtaiiment § 1] C

foss {gain) =1 108 - 6.1 84 0%
Net periodic I - .-

pension expense $53|872 §711 $155 [ $79 $ 386
increase (Decrease) ‘ 1} ’

in pension liability — § [

included in other i ‘

comprehensive .

loss {after-tax) $(34 %14 5012 $87 (3054 $13

I
The Company provides medical and dental benefits for certain. retired
employees in the United S|tates In addition, certain U.S. employees who
retire from active service are eligible for life insurance benefits. Net peri-
odic postretirement benefltI expense was $2.7 million in 2006, $2.0 million
in 2005 and $1.8 milfion in‘2|0[]4.
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The changes in the pension a!nd other postretirement benefit obligations, fair value of plan assets as well as amounts recognized in the Consclidated
Balance Sheets, are shown below:
‘ PENSION BENEFITS OTHER BENEFITS
.‘ U.S. Plans Non-U.S. Plans .S. Plans

(itions f Dollrs } 2005 | 2005 | 2006 2005 2006 2005
Change in benefit obligation
Benefit obligation at end of prior year $ 1542 $ 608 $ 2486 § 2439 $ 290 $ 189
Service cost ’ 26 28 59 6.4 11 09
Interest cost 8.1 47 138 17 \ 15 11
Settlements / curtailments 01 {0.8) {0.1) E 0.2) 1 - -
Change in discount rate ; (43 ! 08 ! 03 145 [ 1.1) 08
Actuarial (gain) Joss (6.0) 4. | 42 I 27 i 0.3 (0.8)
Plan amendments 19 | - | - 0.2 i - -
Foreign currency exchange rates - - ; 04 (18.8) ' - -
Participant cantributions ! -] - ! 04 07 - -
Acquisitions - 866 ? 294 ! - - 99
Benefits paid (8.4) (4.5) L {200) | {12.5) i (3.3) 11.8)
Benefit obligation at end of year | | s w82 | §1502 L $ 3129 | $ 24856 L s a5 | s 290
Change in plan assets
Fair value of plan assets at end|of prior year $ 1018 $ 172 $ 2097 $ 2009 $ - 5 -
Actual return on plan assets t 13.0 30 233 314 - -
Participant contributions 1 - - 04 07 - -
Employer contributions ! 5.8 1.7 121 12 33 18
Foreign currency exchange rate changes l - - 25.5 {18.0} - -
Acquisitions - | 785 15.5 - - -
Benefits paid 1 84 | (4.5) (20.0) {12.5) (3.3) {1.8]
Fair value of plan assets at end of plan year l { $ 122 1 $ 1018 s 261 } $ 2097 | s - | P -
Funded status — assefs less than benefitobligation | § 360) | $ (524 | S @58 | s (BI | § (@5 $ (290}
Unrecognized prier service n:ostI (credit) 8.1 76 1.0 ‘5.1 | (1.4) (1.5)
Unrecognized net actuarial loss 33 155 834 835 i 42 53
Unrecognized net transition fiability - - 13 0.6 i - -
Net amount secognized | | s (2a8) $ {293) | s 399 $ 503 lsam | 5152
Amounts recognized in the ‘ !

Consolidated Balance Slheets
Prepaid benefit cost (non-current) $ 82 $ 76 $ 217 $ 662 $ - $ -
Intangible asset | - 6.1 - 038 - -
Current benefit liabtlity 2.1 - (1.7} - (2.3) (2.0}
Non-current benefit liability s | (56.7} {46.8) (23.8) (25.2) {23.2)
Net asset {liability} recognized | s o | § 430 | s 458 | § 432 [ s @85 | s52
Accumulated other comprehen‘sive loss (pre-tax)@ | '

Prigr service cost (credit) I $ 81 5 - $ 10 $ - ! (1.4 8 -

Actuarial {gain} loss L 33 137 B4 | 1 a2 -

Transition liability ! - - I - ’ - -

| | fs na | § 137 |'s 857 | § 71 | 8 | 5 -

Net amount recognized | s am | $@3 | s | ss3 | s@an | s052
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The accumulated benefit obligation for all defined benefit pension plans was $428.1 million at December 30, 2006 and $372.9 million at December 31, 2005.

information regarding pension plans in which accumulated benefit obligations exceed plan assets follows:
|

U.S. Plans Non-U.S. Plans
— e —. | - N
{Millions o Oollary) 'F 2006 | 2005 I— 2006 | 2005
Projected benefit obligation $ 706 | ; § 1542 $ 555 $ 65.2
Accumulated benefit abfigatian $ 673 $ 1487 $ 48 $ 628
Fair value of plan assets $ 266 | | $108 $ 210 $ 416

Information regarding pension plans in which projected benefit obligations {inclusive of anticipated future compensation increases) exceed plan assets
]

follows: |

U.S. Plans Non-U.S. Plans
{Millions of Dollars) ] 2006 ¢+ 2005 2008 ‘[ 2005
Projected benefit obligation L $ 705 { $1542 $ 256.7 $2486
Accumulated benefit obligation 1§ 613 E § 1487 $ 2268 §2242
Fair value of plan assets l $ 66 | ' $118 $ 2108 $209.7

The Company adopted SFAS 158 as of December 30, 2006. Tha impact from recognizing the funded statu!s of the defined benefit plans, representing the
fair value of the plan assets versus the projected benefit obligation, was a decrease to Shareowners' Equity of $61.1 million, net of a $26.7 million tax ben-
efit. The Company uses a fiscal year end date to value all its plans. The following table summarizes the impact of adopting SFAS 158 on the Consolidated
Balance Sheet at December 30, 20086:

| : Defined Impact of Defined
| Benefit SFAS 158 Benefit
: Plans Before Adoption Plans After
Adoption of Increase Adoption of

{Millions of Dollars} , SFAS 158 (Decrease) SFAS 158

Prepaid benefit cost {non-current) $ 793 $ (68.4) $ 109

intangible asset : g 74 $ (74 $ -

Benefit liability $ 1081 $ 124 $1202
Accumulated other comprehensive loss s (78 $ (61.1) $ (68.9)

|
The major assumptions used in valuing pension and postretirement plan obligations and net costs were as follows:

PENSION BENEFITS ' OTHER BENEFITS
U.S. Plans Non-U.S. Plans U.S. Plans
[T o006 | 5 ) 2008 | 2005 | 2006 | 2005

Weighted average assumptions used to ! ‘ ‘ [

determine henefit obligations at year end: ii l
Discount rate L 875% | 55% i a75% | 5.0% 5.25% 55%
Rate of compensation increase 160% | 55% i 375% 1[ 375% 1 575% I 4.0%
Weighted average assumptions used to :I [ ' 1

determine net periodic benefit cost: fi ?
Discount rate | 55% 5.75% 5.0% | 528% o 5E% | 6.0%
Rate of compensation increase 1 5.5% 6.0% 3.75% ©3.75% | 40% l 4.0%
Expected return on plan assets " 8.0% 71.75% ! 10% 15% l - -
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The expected long-term rate of return on plan assets is determined consid-
ering the returns projected for the various asset classes and the relative
weighting for gach asset class as reflected in the target asset allocation
below. In addition the Company considers historical perfarmance, the opin-
ions of outside actuaries and other data in dedelepmg benchmark returns.

The amounts in Accumulated Other Comprehensive Loss expected to be rec-
ognized as components of net deriedic benefit costs during the next fiscal year
total $9.5 million, representing‘; amortization of|$7.8 million of actuarial loss,
$1.4 million of prior service cost and $0.3 million of net transition assets.

PENSION PLAN ASS ETS‘ Plan assets are|invested in equity securities,
bonds and other fixed mcome securities, money market instruments and
insurance contracts. The Companys weighted average worldwide actual
asset allocations at December 30, 2006 and December 31, 2005 by asset

category are as follows:
Plan Assets

y Target
Asset Category 2006 2005 Allocation
Equity securities ' 56% 67% 50-70%
Fixed income securities © 39% 32% 30-50%
Other | 59 1% 0-10%
Total [ | 100% 100% 100%

The Company’s investment strategy for pensior} plan assets includes diversifi-
cation to minimize interest ancll market risks, ancli generally does not involve the
use of derivative financial mstruments Plan assets are rebalanced periodically
to maintain target asset aIIocatmns Matuntled of mvestments are not neces-
sarily related to the timing of expected future beneﬂt payments, but adequate
liquidity to make immediate and medium term benefit payments is ensured.
CONTRIBUTIONS The Cempany's fundingI policy for its defined benefit
plans is to contribute amounlts determined ar:nualiy on an actuarial basis to
provide for current and futuge benefits in accordance with federal law and
other regulations. The Company expects to contnbute approximately $17 mil-
lion to its pension plans and |ts other postretirement benefit plan in 2007.

EXPECTED FUTURE BEIINIEFIT PAYMENTS Benefit payments, inctu-
sive of amounts attributablle to estimated’future employee service, are
expected to be paid as follows over the next 10 years:

{Millions of Dollars) | Total{Year1 YearZ Year3 Year4 Yearb Years6-10

Future payments [$280.3]$ 251 § 178 $ 257 $ 265 $ 287  $1965

These benefit payments will be funded threugh a combination of existing
plan assets and amounts to be contributed in the future by the Company.

HEALTH CARE COST TRENDS The weighted average annual assumed
rate of increase in the per-tl:aplta cost of covered benefits {i.e.. health care
cost trend rate) is assumed to be 10.0% for 2008, reducing gradually to
6.0% by 2014 and remaml!ng at that tevel| thereafter. A one percentage
point change in the assumed health care cost trend rate would have an
immaterial effect on the n'et periedic postretlrement benefit cost and the
postretirement benefit abligation as of December 30, 2006.

N. OTHER COSTS AND EXPENSES

Other-net is primarily comprised of intangible asset amortization expense,
gains and losses on asset dispositions, currency impact, environmental
expense and net expenses related to the Mac Tools extended financing
programs, mainly financing receivable losses and interest income,

Research and development costs were $15.3 million, $14.5 million and $13.2
million for fiscal years 2008, 2005 and 2004, respectively.

0. RESTRUCTURING AND ASSET IMPAIRMENTS

At December 30, 2006, the restructuring and asset impairment reserve bal-
ance was $63.1 million, which the Company expects to be fully expended by
the end of 2007. A summary of the Company's restructuring reserve activity
from December 31, 2005 to December 30, 2006 is as follows {in millions):

Acquisition Net
Usage Currency | 12/30/06 |

{Millions of Dolizrs) 12/31/05 Impact  Additions

Acquisitions

Severance $ 22 $ 685 $ 04 $ 64 § - | $ 547
Fatility Closure - 27 - 23] - 24
Other iR} 20 05 .4 - 15
2006 Actions - - 19 (9.3} - 26
Pre-2006 Actions 26 - 1.0 (1.8 04 19

$ 49 s 722 § 138 $ (289 § 01 |§ 31|

2006 ACTIONS During 2008, the Company initiated a cost reduction initia-
tive in order to maintain its cost competitiveness and vitality. Severance
charges of $11.9 million were recorded during the year relating to a reduc-
tion of 728 employees. Approximately $3.0 million of this charge pertained
to the Consumer Praducts segment; $4.5 million to the Industrial Tools
segment; and $4.4 million to the Security Solutions segment. Of these
amounts, $9.3 million has been utilized to date, with $2.6 million of reserves
remaining as of December 30, 2006. In addition to severance, $4.1 million
for a U.X. pension plan curtailment was recorded in Other-net and $1.3 mil-
lion of related consulting costs were recorded in SGRA.

2005 ACTIONS During 2005, the Company initiated a $5.7 million cost
reduction in various businesses, of which $4.6 million was recerded in 2005
and $1.1 million was recorded during 2006. The action was comprised of the
severance of 170 employees and the exit of a leased facility. Of this amount,
$5.0 million has been utilized to date with $0.7 million of accrual remaining
as of December 30, 2006. Approximately $4.3 million of this charge per-
tained to the Security Solutions segment; $0.9 miltion to the Industrial Tools
segment: and $0.5 million to the Consumer Products segment,

PRE-2005 ACTIONS In the fourth quarter of 2004, the Campany recorded $7.7
miltion of restructuring and asset impairment charges — $4 million of restructur-
ing costs in cannection with specific personnel actions to streamline/reposition
certain organizations primarily in the Consumer Products and Industrial Tools
segments; and $3.7 million of asset impairment charges primarily associated
with a 2004 information system strategy decision. As of December 31, 2005,
the accrual was fully expended. In addition, as of December 30, 2006, $1.2 mil-
tion of reserves remain refating to pre-2004 actions.
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ACQUISITION RELATED During 20086, the Company completed a consulta-
tion process with its European Works Council regarding the reorganization
of its Facom and Stanley hand tools activities in Europe (these “Initiatives”).
These Initiatives will, among other things, implement growth strategies and
reduce costs by rationalizing manufacturing, logistics, sales and suppart
organizations resulting in the severance of approximately 580 employees, the
closure of two legacy Facom factories in France, as well as four legacy Facom
distribution centers located in the United Kingdom, Belgium, Germany and
Switzerland. The facility rationalization commenced recently with the sever-
ance of approximately 440 employees, closure of the two French factories
and exit from the United Kingdom distribution center. The Company expects
to complete these Initiatives during 2007, Cash expenditures to be incurred for
these Initiatives are estimated at approximately $75 million, of which $59.4
million has been recorded to the Facom purchase price allocation and $0.7 mil-
lion was reported as a 2006 restructuring charge. As of December 30, 2008,
$6.6 million has been utilized to date, with $53.5 million accrual remaining.
Also, $1.4 million of asset impairments were recorded to Cost of Sales relating
to inventory rationalization associated with the plant shut downs. '

In connection with its acquisition of National, the Company recorded $8.0
million in severance costs for 243 employees and $0.3 million for facility clo-
sure costs to the purchase price allocation, and $0.2 million was recorded
as a restructuring charge. As of December 30, 2006, $5.8 million has been
utilized with $2.7 million accrual remaining.

Restructuring and asset impairment charges by segment were as follows:

|_ 2006[

{Milliens of Dollars) 2005 2004
Consumer Products $ 32 $ 05 § 13
Industrial Tools 50 1.0 29
Security Solutions 56 31 35
Consolidated $ 138 | $ 46 $ 77

P. BUSINESS SEGMENTS AND
GEOGRAPHIC AREAS

The Company reports the following three segments: Consumer Products,
Industrial Tools and Security Solutions. The Consumer Products segment man-
ufactures and markets hand tools, consumer mechanics tools, storage units
and hardware. These products are sold to retailers [including home centers,
mass merchants, hardware stores, and retail lumber yards} as well as through
third party distributors. The Industrial Tools segment manufactures and mar-
kets professional mechanics tools and storage systems; pneumatic tools and
fasteners; plumbing, heating, air conditioning and roofing tools; hydraulic tools
and accessories; assembly tools and systems; electronic leveling and measur-
ing tools; and Stanley supply and services (specialty toals). These products
are sold to customers and distributed primarily through third party distributors
as well as through direct sales forces. The Security Solutions segment is a
provider of access and security solutions primarily for retailers, educational
and healthcare institutions, government, financial institutions, and commer-
cial and industrial customers. The Company provides an extensive suite of
mechanical and electronic security products and systems, and a variety of
security services. The Company manufactures and markets automatic doors,

door locking systems, comr;nercial hardware and integrates security access
control systems. Products in the Security Solutions segment include security
integration systems, software, related instaflation and maintenance services,
automatic doors, door cIoseEs, exit devices and locking mechanisms.

The Company’s reportable éegments are an aggregation of businesses that
have similar products and ser;vices, among other factors. The following informa-
tion excludes the appliance hinge, U.K. decorator tools, home décor and German
paint roller businesses, which are classified as discontinued operations as
disclosed in Note T Discuntiqued Operations, unless atherwise noted.

[
BUSINESS SEGMENTS:

{Millians of Dellars) ! 2006 l 2005 2004
Net Sales |
Consumer Products | $ 13285 $1.0978 $1.04927
Industrial Toals 1,802.9 1.369.5 1,292.5
Security Solutions ! 887.2 818.0 662.2
Consolidated | $40186 | $32853  $2.997.4
Operating Profit '
Consumer Praducts I $ 2103 $ 1852 § 1Ma
Industrial Tools ! 159.1 1355 1331
Security Solutions ! 1339 1238 107.8
Total | $ 5033 | § 4445 § 4123
Restructuring charges 5

and asset impairments ¢ (13.8} (4.6} 7.7
Interest income ' 44 6.6 42
Interest expense ! {69.3) (40.4} {38.6)
Other-net {51.5) (47.9) {46.0)
Earnings fram 1

continying operations i

before income taxes $ 3611 $ 3582 $ 3242
Segment Assets ! _
Consumer Products ' $ 8398 $ 8929 $ 7108
Industnial Tools 17248 9145 903.3
Security Solutions I 1,097.0 10415 958.9

' 37216 2.8489 2,5730

Discontinued operations - 1.0 156
Corporate assets | 238 685.2 262.0
Consolidated | | $39354 | $35051  $28506
Capital and Software

Expenditures !
Consumer Products ‘ $ 329 $ 267 $ 223
Industrial Toots 268 276 185
Security Solutions 208 136 103
Discontinued operations ) - 05 37
Consolidated .|$ 85 | 684 3 548
Depreciation and :

Amortization
Consumer Products $ 400 t 297 $ 308
Industrial Tools ! 45.1 N3 334
Security Solutions 36.0 35.2 277
Discontinued aperations I 01 0.3 30
Consolidated ‘| $ 1212 | § %5 § 950

THE STANLEY WORKS

72




In connection with its recent acquisitions, the Company recorded $21.6 mil-
lion in cost of sales {"invemonlf step-up amortization”) during 2006 related
to the initial turn of acquired i;nventory which was written-up in purchase
actounting to its fair market value This non-cash inventory step-up amor-
tization amounted to $8.2 m|II|un in the Consumﬂar Products segment, $13.3
million in the Industrial Tools| segment, and $01 million in the Security

Solutions segment.

The Company assesses the performance of its reportable business segments
using operating profit, which f(IJ"OWS the same faccounting policies as those
described in Note A Significént Accounting Policies. Segment operating
profit excludes interest income, interest expense, other-net (which includes
intangible asset expense amortization), restructuring charges and asset
impairments, and income tax Eexpense Refer to Naote O Restructuring and
Asset Impairments for the amoum of restructurmg charges and asset impair-
ments by segment, and to Note G Goodwill and Other Intangible Assets for
intangible amortization expense by segment. Colrpnrate and shared expenses
are allocated to each segment. Transactions between segments are not
material. Segment assets primarily include accounts receivable, inventory,
other current assets, property, plant and equip'ment, intangible assets and
other miscellaneous assets. Corporate assets|and unallocated assets are
cash, deferred income taxes aInd certain other ?ssets. Geographic net sales
and long-lived assets are attributed to the geographic regions based on the
geographic location of each Company 3ubsidiar\'r.

Sales to The Home Depot were appmximau!aly 10%, 12% and 13% of
consolidated net sales in 20|06 2005 and 2?04 respectively, excluding
the discontinued operations businesses duscussed in Note T Discontinued
Operations. For 2006, ZDDS‘and 2004 net sa!es to this one customer
amounted to 21%, 26% and 27% of segment net sales, respectively, for
the Consumer Products segm:em, 5%, 6%, and 7%, respectively, for the

industrial Tools segment and 2%, 2% and 3%, Lrt—’:sps.'ctively, far the Security

Solutions segment,

GEOGRAPHIC AREAS

{Milliozs of Dollars) 2006 2005 2004
Net Sales |

United States $ 23985 $2.2770 $2.054.4
Other Americas 3515 263.0 2176
France 465.4 146.3 149.6
Qther Europe 599.9 4121 aM27
Asia 197.3 186.8 163.1
Consolidated $40186 | $32853  $29974
Long-Lived Assets :

United States $ 9692 | §$1.0103 $ 8243
QOther Americas 1643 : 168.5 §2.0
United Kingdom 204.9 25849 2891
France 478.5 14.4 17.9
Other Europe 264 131 85.1
Asia 240.4 1834 174.0
Consolidated | | $22837 || $17086  $14724

. INCOME TAXES

Significant components of the Company's deferred tax assets and liabilities
at the end of each fiscal year were as follows:

{Miltions of Dellers) l 200—6—| 2005
Deferred tax liabilities:

Depreciation $ a7 § 528

Amortization of Intangibles 96.2 76.9

Inventories 44 46

Other 17.7 228
Total deferred tax liabilities $ 1600 | § 1572
Deferred tax assets: )

Employee benefit plans $ 19 $ 496

Doubtful accounts 8.9 88

Accruals 10.4 6.6

Restructuring charges 25 0.3

Operating loss carryforwards 50.2 a0.7

Other 04 17.9
Total deferred tax assets | § 1523 $ 1237
Net Deferred Tax Liabilities

before Valuation Allowance s 17 $ 335
Valuation Allowance | $ 268 | § 272
Net Deferred Tax Liabilities i

after Valuation Allowance $ 35 $ 607

Valuation allowances reduced the deferred tax asset attributable to foreign
and state loss carry-forwards to the amount that, based upon all available
evidence, is more likely than nat to be realized. Reversal of the valuation
allowance is contingent upon the recognition of future taxable income and
capital gains in specific foreign countries and specific states, or changes in
circumstances which cause the recognition of the benefits to become more
likety than not. The foreign and state loss carry-forwards expire in various
years beginning in 2(07.

The classification of deferred taxes as of December 30, 2006 and December
31, 2005 is as follows:

[ 2006 l 2005
Deferred Deferred | Deferred  Deferred
{Millions of Dollars) Tax Asset Tax Liability | Tax Asset Tax Liability
Current $ (350 $ 152 % 212 % 93
Non-current {80.5} 144.8 {75.3) 147.9
Total |'s 1255  $ 1600] § (965 §157.2
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Income tax expense {henefit) attributable to continuing operations consisted
of the following:

{Milliona of Ballars) 2006 2005 2004
Current: !
Federal § N9 $ 370 $ 326
Foreign 259 319 259
State 8.8 94 18
Total current $ 66 | § 783 § 623
Deferred (Benefit): '
Federal ‘ : (6.5) 17.8 203
Foreign E 184 (8.4) 16
State {2.1) 12 31
Total deferred P+ e8| 8.2 250
Total | $ 14 |5 85 § 823

Income taxes paid during 2006, 2005 and 2004 were $104.5 million, $112.8
millign and $125.4 million, respectively. During 2006, the Company had tax
holidays with Thailand and China. Tax holidays resulted in a $3.1 million
reduction in tax expense in 2008, a $1.7 million reduction in tax expense in
2005 and $3.0 million in 2004. The tax holiday in Thailand is in place until
2010 while the tax holiday in China varies between 2009 and 2015.

The reconciliation of federal income tax at the statutory federal rate to
income tax at the effective rate for continuing operations is as follows:

{Millions of Oollars} 2006 2005 2004
Tax at statutory rate $ 1285 $ 1254 § 1135
State income taxes, i :

net of federal benefits L 42 45 49
Difference between foreign

and federal income tax - (36.0) - {30.3) (24.4)
Extraterritorial income exclusion | (2.0} 2.7} (2.5
Branch activity ' 03 {0.4} 07
Tax accrual reserve i 4.0 {0.6) (0.2)
U.S. audit settlement (16.6) {16.7) -
Jobs Act repatriation/dividends | - (3.7) 156 -
Other-net N v & (8.3) 4.7
Income taxes | s 74 | 5 865 § 83

The components of earnings from continuing operations before income
taxes consisted of the foltowing:

{Milligns of Dollars) 2006 2005 2004
United States '§ 1507 | $ 202§ 1785
Foreign 216.4 1480 1447

Total pre-tax eamings .$ 3671 | § 3582 0§ 3242
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The Company’s future efffective tax rates could be adversely affected by
earnings being lower than anticipated in countries where the statutory
rates are lower. The Company is subject to the examination of its income
tax returns by the Internat Revenue Service and other tax authgrities. The
Company evaluates the Iik;e!ihond of unfavorable adjustments arising from
the examinations and beligves adequate provisions have been made in the

income tax provision. |
|

Undistributed foreign earnlings of $436.7 million at December 30, 2006 are
considered to be invested indefinitely or will be remitted substantially free
of additicnal tax. Accordingly, no provision has been made for taxes that
might be payable upon rer1:1ittance of such earnings, nor is it practicable to
determine the amount of this liability.

The American Jobs Creatilon Act, the "Act”, enacted on October 22, 2004
created a temporary incent{ive for U.S. corporations to repatriate accumulat-
ed income earned abroad by providing for an 85 percent dividends received
deduction for certain dividends from controlled foreign corporations. In
2005, Stanley’s Chief Executive Officer and Board of Directors approved a
domestic reinvestment plaln as required by the "Act” to repatriate $249.6
million in foreign earnings in fiscal 2005. Stanley recorded $15.6 million in
tax expense related to this $249.8 million dividend. All repatriations under
the “Act” were completediby December 31, 2005.

R. COMMITMEN'fS AND GUARANTEES

COMMITMENTS The Company has non-cancelable operating lease agree-
ments, principally related to facilities, vehicles, machinery and equipment.
Minimum payments have nlot been reduced by minimum sublease rentals of
$3.4 million due in the futun;:e under non-cancelable subleases. In addition, the
Company is a party to synthetic leasing programs which qualify as operating
leases, for two of its major-distribution centers. Rental expense, net of sub-
lease income, for operatinglleases was $51.3 million in 2006, $41.4 million in
2005 and $38.7 million in 2[?04.

Outsourcing and other commitments are comprised of: $17.4 million for
cutsourcing arrangements,; primarily related to information systems and
telecommunications; $13.7 million in marketing obligations; and $0.7 million
of cash funding commitmeﬁts pertaining to the Company's U.S. ESOP.

I
Foltowing is a summary of. the future commitments for lease obligations,
outsourcing and other arrangements:

[
Total 2007 2008
1

{Millions of Dollers} 2009 2010 2011 Thereafter

Operating lease

obligations $1106 $: 284 $224 $160 %109 § 95 $ 224
Material purchase |

commitments 30 90 9.0 9.0 9.0 - -
Outsourcing i

and other ng 193 N2 13 - - -

Total $1764 $/57.7 § 426 $ 263 $ 199 § 95 s.zzaJ
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The Company has numerous aslsets predominantly vehicles and equipment,
under a one-year term renewable U.S. master personal property lease.

Residual value obligations under this master, lease were $29.2 million
at December 30, 2006 while the fair varue of|the underlying assets was
approximately $33.6 million. The U.S. master personal property lease obli-
gations are not reflected in the future minimum lease payments since the
initial and remaining term doesI not exceed one year. The Company routinely
exercises various lease renew:al options and from time to time purchases

leased assets for fair value at the end of lease terms.

The Company is a party to synthetic leasing programs for two of its
major distribution centers. The programs quaiify as operating leases for
accounting purposes, where only the monthly lease cost is recorded in
earnings and the hability and value of underlylng assets are off-balance
sheet. As of December 30, 2006 the estlmated fair vaiue of assets and
remaining obligations for these two propertles were $61.0 million and

$42.4 million, respectively.
GUARANTEES Following is{a summary of guarantees as of December
30, 2008:
Maximum Carrying
Potential Amount of
{Millions of Doliars) Term Payment Liability
Financial guarantees as
of December 30, 2006
Guarantees on the
residual values of
leased properties UptoByears ;| § 716 § -
Standby letters of credit Generally 1 year 280 -
Guarantee on the
external Employee
Stock Ownership
Plan borrowings Through 2009 48 48
Commercial customer
financing arrangements Up to 5 years 17.6 13.4
Government guarantees
on employees 3 years from hire date 0.1 -
Total ! s 1221 §5 182 |

The Company has guaranteeld a portion of thp residual value arising from
its previously mentioned synthetic lease and U.S. master personal property
lease programs. The lease guarantees aggregate $934.6 million while the
fair value of the underlying assets is estimated at $71.6 million. The related
assets would be available toI satisfy the gua}antee obligations and there-
fore it is unlikely the Company will incur any future loss associated with
these lease guarantees.

The Company has issued $28.0 million in sltandby letters of credit that
guarantee future payments|which may be Tequired under certain insur-
ance programs. Shares of the Company's common stock held by the ESOP
were purchased with the proceeds of external borrowings in the 1980
and borrowings from the C:ompany in 1991." The external ESOP harrow-
ings are guaranteed by the Company and are included in long-term debt.

Shareowners' equity reflects a reduction for the internal and external

borrowings. The Company has sold various businesses and properties
over many years and provided standard indemnification to the purchasers
with respect to any unknown liabilities, such as environmental, which
may arise in the future that are attributable to the time of the Company’s
ownership. No liabilities have been recorded for these general indemni-
fications since there are no identified exposures. The Company provides
various limited and full recourse guarantees to financial institutions that
provide financing to U.S. and Canadian Mac Tool distributors for their
initial purchase of the inventory and truck necessary to function as a
distributor. In addition, the Company provides a full recourse guarantee to
a financial institution that extends credit to certain end retail customers
of its U.S. Mac Tool distributors. The gross amount guaranteed in these
arrangements is approximately $17.6 miilion and the $13.4 miilion fair
value of the guarantees issued is recorded in debt and other liabilities as
appropriate in the consolidated balance sheet.

The Company provides product and service warranties which vary across
its businesses. The types of warranties offered generally range from one
year to limited lifetime, while certain products carry no warranty. Further,
the Company sometimes incurs discretionary costs to service its products in
connection with product performance issues. Historical warranty and ser-
vice claim experience forms the basis for warranty obligations recognized.
Adjustments are recorded to the warranty liability as new information
becomes available.

Following is a summary of the warranty liability activity for the years ended
December 30, 2006 and December 31, 2005

{Milliors of Dallars) 2006 ] 2005
Beginning Balance $§ 157 $ 148
Warranties and guarantees issued 213 131
Warranty payments {20.2) {129
Acquisitions and ather 40.0 0.7
Ending Balance l's 568 | § 157

S. CONTINGF_IYP_I_ES ____________
The Company is involved in various legal proceedings relating to environ-
mental issues, employment, product liability and warkers" compensation
claims and other matters. The Company periodically reviews the status of
these proceedings with both inside and outside counsel, as well as an actu-
ary for risk insurance. Management believes that the ultimate disposition
of these matters will not have a material adverse effect on operations or
financial condition taken as a whole.

The Company recognizes liabilities for contingent exposures when analysis
indicates it is both probable that an asset has been impaired or that a
liability has been incurred and the amount of impairment or loss can rea-
sonably be estimated. When a range of probable loss can be estimated,
the Company accrues the most likely amount. In the event that no amount
in the range of probable loss is considered most likely, the minimum loss in
the range is accrued.
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In the normal course of business, the Company is invalved in various lawsuits
and cfaims. In addition, the Company is a party to a number of proceedings
before federal and state regulatory agencies relating to enavironmental
remediation. Also, the Company, along with many other companies, has been
named as a potentially responsible party ("PRP"'} in a number of administra-
tive proceedings for the remediation of various waste sites, incleding 15
active Superfund sites. Current laws potentially impose joint and several
liabilities upon each PRP. In assessing its potential liability at these sites,
the Company has considered the following: whether responsibility is being
disputed, the terms of existing agreements, experience at similar sites, and
the Company's volumetric contribution at these sites.

The Company's policy is to accrue environmental investigatory and reme-
diation costs for identified sites when it is probable that a fiability has been
incurred and the amount of loss can be reasonably estimated. The amount
of liability recorded is based on an evaluation of currently available facts
with respect to each individual site and includes such factors as existing
technology, presently enacted laws and regulations, and prior experience
in remediation of contaminated sites. The liabilities recorded do not take
into account any claims for recoveries from insurance or third parties. As
assessments and remediation progress at individual sites, the amounts
recorded are reviewed periodically and adjusted to reflect additional tech-
nical and legal information that becomes available. As of December 30,
2006 and December 31, 2005, the Company had reserves of $30.5 million
and $21.3 million, respectively, for remediation activities associated with
Company-owned properties as well as for Superfund sites, for losses that
are probable and estimable. Of the 2006 amount, $9.2 million is classified
as current and $21.3 million as long-term. The range of environmental reme-
diation costs that is reasonably possible is $24.6 million to $61.2 million
which is subject to change in the near term. The Company may be liable for
environmental remediation of sites it no longer owns. Liabilities have been
recorded on those sites in accordance with policy.

The envirgnmental liability for certain sites that have cash payments that
are fixed or reliably determinable have been discounted using a rate of
5.0%. The discounted and undiscounted amount of the liability relative to
these sites is $5.1 million and $8.1 million, respectively, as of December
30, 2006 and $5.0 million and $8.1 million, respectively, as of December 31,
2005. The payments relative to these sites are expected to be $1.0 million
in 2007, $1.7 million in 2008, $1.0 million in 2003, $0.3 million in 2010, $0.3
million in 2011 and $3.8 million thereafter.

The amount recorded for identified contingent liabilities is based on esti-
mates. Amounts recorded are reviewed periodically and adjusted to reflect
additicnal technical and legal information that becaomes available. Actual
costs to be incurred in future periods may vary from the estimates, given
the inherent uncertainties in evaluating certain exposures. Subject to the
imprecision in estimating future contingent liability costs, the Company
does not expect that any sum it may have to pay in connection with these
matters in excess of the amounts recorded will have a materially adverse
effect on its financial position, results of operations or liquidity.

T. DISCONTINUED OPERATIONS

|
During 2006, the Companyt' disposed of two small businesses, the American
appliance hinge and U.K. decorator tools businesses, for 1.9 million in cash.
The related after-tax loss amounted to $1.1 million.

On December 4, 2004, the Company sold its home décor business for $87
miltion in a cash sale transaction, resulting in an after-tax gain of $24 mil-
lion. On March 2, 2004, the Company sold its residential entry door business
for $161 million in cash, anld racognized a $95 million after-tax gain thereon.
Also in 2004, the Company sold Friess, its German paint roller business for
$6.4 million, and a loss of $3.6 million was recognized thereon.

In accordance with the provisions of SFAS No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets”, the results of operations of
the appliance hinge, UK. dgcorator tools, home décor, residential entry door,
and Friess businesses for the current and prior periods have been reported as
discontinued operations. In addition, the assets and liabilities of the appliance
hirige and U.K. decorator to:ols businesses were classified as held for sale in
the Consolidated Balance Sheet at December 31, 2005. The divestures of
these businesses were ma:de pursuant to the Company’s growth strategy
which entails a reduction of risk associated with certain large customer con-

centrations and better utirizption of resources to increase shareowner value.
1

The American appliance hinge business supplied hardware used to manufacture
household appliances. The UK. decorator tools business manufactured brushes,
rollers and other paint sund'ries supplied to various retailers. The home décor
business supplied mirrored closet doors, closet organization products and wall
técor products primarily through large retailers in Morth America and Europe. The
residential entry door busmess manufactured and distributed steel and fiberglass
entry doors and components throughout North America. The Friess business
manufactured paint roflers in (jermany and sold them into the private label market
in continental Europe. Operating resufts of the UK. decorator tools, home décor,
residential entry door, and Friess businesses, which were formery included in
the Consumer Products segment, and the appliance hinge business, which was
formerly included in the Security Solutions segment, are summarized as follows:

|
{Millions of Dollars) ! . 2006 2005 2004
Net sales | $ 120 $ 387 $ 2264
Pretax (toss) earnings - {1.2) 209
Income taxes | LA 049 6.8

Net {loss) earnings from
discontinued operations L

U. SUBSEQUENT'EVENT (UNAUDITED)

$ (o.|)|$ 21§ 14

On January 16, 2007, the Company completed the purchase of HSM Electronic
Protection Services, Inc. (" HSM" "} from Chicago-based private equity firm GTCR
for $545 million cash. HSM, balsed in Lisle, llinois provides security alarm monitor-
ing services and access contrcil systems to commercial customers. The Company
financed the acquisition with proceeds from existing short-term credit facilities
and a new $500 million 364-day bridge facility entered into on January 8, 2007.
The Company intends to refinance this transaction in 2007 with a combination of )
available cash, and the issuanﬁe of long-term debt and equity-linked securities.
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QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

{Millions of Dollars, excapt per share amounts) Quarter
2006 First Second Third Fourth Year
Net sales $ 9687 $10179 $1.0127 $1,0193 $ 40186
Gross profit 9 376.7 37178 321 1,458.5
Selling, general Iﬂnd administrative expenses 2388 2446 2319 2399 955.2
Net earnings irurln continuing operations $ 385 $ 750 $ 902 $ 810 $ 290.7
Net (loss) earnings from discontinued operations {0.8) - {03 03 (0.4) 1.2)
Net earnings $ 3717 $ N7 $ 905 $ B66 $ 2835
Basic earnings (:Iossl per comman share:
Continuing up?ratiuns $ 046 $ 092 $ 11 $ 106 $ 355
Discontinued operations (0.01) - - {0.01) {0.01}
Total basic !eamings per comeon share $ 045 $ 092 $ 11 $ 106 § 354
Diluted earnings: {lass) pe; common share:
Continuing opleralions $ 045 $ 090 $ 108 $ 104 $ 34
Discontinued operations (0.01) - - (0.01) {0.01)
Total diluteld earnings per c!nmmon share $ 045 $ 09 $ 109 $ w03 $ 346
2005 First Second Third Fourth Year
Net sales $ 7963 $ 8147 $ 8349 $ 8394 $ 32853
Gross profit 287.0 3007 3043 2883 1,181.3
Selling, general ar?d administrative expenses 184.4 188.4 1791 184.9 736.8
Net earnings from continuing operations $ 658 $ 653 $ 764 $ o642 $ nz
Net earnings {loss) from discontinued operations 08 D6 05 (4.0 2.1)
Net eamings ’ $ 666 $§ 659 $ 79 $ 602 $ 2696
Basic earnings [los:s) per comman shlare:
Cantinuing opeﬁations $ 079 $§ 079 $§ 082 § 078 § 326
Discontinued operations 0.01 0.0 - (0.05) {0.03)
Total basic e!arnings per comm!on share $ 080 $ 079 $ 092 $ 0m $ 323
Diluted earnings (I:oss] per commaon Ishare:
Continuing opelrations $ 077 $ 077 $ 089 $ 075 $ 318
Discontinued operations 0.01 0.01 - (0.05) (0.02)
|
Total diluted earnings per com‘mon share $ o078 $ o078 $ 09 $ 070 $ 316
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INVESTOR AND SHAREOWNER INFORMATIQN

COMMON STOCK The Stanley Works common stock is listed
on the New York Stock Exchange under the abbreviated ticker
symbol “SWK" and is a component of the S&P 500 Composite
Stock Price Index.

COMMON STOCK {DOLLARS PER SHARE)
Price Dividends
2006 2005 2006 2005

High Low High Llow

First Quarter 5313 4700 4914 442718 29 3 28
Second Quarter 5459 4461 4310 415 29 78
Third Quarter 5081 4160 5175 4403 30 .29
Fourth Quarter 5348 4658 4309 4331 30 29
$1.18 $1.14

DIVIDENDS The Stanley Works has an impressive and truly
- unique dividend record over the long haul:

> Our record of annual dividend payments is unmatched
by any industrial company listed on the New York Stock

Exchange — 130 CONSECUTIVE YEARS.

Our quarterly dividend record is the langest of any industrial
company listed on the New York Stock Exchange — 447
CONSECUTIVE QUARTERS.

Our dividends have increased in each of the past 39
YEARS, and during that same period, an investment in
Stanley stock grew at a compound annual rate of 12%.

DIVIDENDS (DOLLARS PER SHARE: ADJUSTED TO REFLECT STOCK SPUITS)

$1.18 per share

TRANSFER AGENT AND !REGISTHAFI All sharegwner
inquiries, including transfer-related matters, should be directed
to: Computershare investor Services LLC, 2 North LaSalle St.,
Chicago, lllinois 60602. Toll-f;ree telephone {888} 660-5513 or
{312} 360-4292. www.compqtershare.com.

CORPORATE OFFICES Th.i? Company's principal corporate
offices are located at; 1000 Stanley Drive, New 8ritain, CT
06053, (860} 225-5111. !

ANNUAL MEETING The annual meeting of The Stanley
Works will be held at 9:30 a.gn. Eastern Time on Wednesday,
April 25, 2007, at the Stanley Center For Learning And
Innovation, 1000 Stanley Drive, New Britain, CT. A formal

notice of the meeting togethqr with a proxy statement has been
mailed to shareowners with t,his annual report.

INDEPENDENT AUDITOH:S Ernst & Young LLP, 225 Asylum

Street, Hartford, Connecticut,06103.
i
FINANCIAL AND INVESTOR COMMUNICATIONS

. [ .
The Stanley Works investor r?latluns department provides
information to shareowners a;nd the financial community, We
encourage inguiries and will provide services which include:

> Fulfilling requests for annual reports, proxy statements,
forms 10-Q and 10-K, copies of press releases and other

company information.

> Meetings with securities analysts and fund managers.

Contact The Stanley Warks inlvestor relations department at
our corporate offices by calling Gerard J. Goutd, Vice President,
Investor Relations at (860) 827-3833. We make quarterly news
releases available on-line on the Internet on the day that results
are released to the news media. The Stanley Works releases
and a variety of shareowner ipformation can be found at

the Company’s wehsite: www.stanleyworks.com. Stanley
shareowners are also able to call toll-free {888) 660-5513 to
request a copy of the most rchent guarterly earnings release.

DIVIDEND HEINVESTMEIGT PLAN AND STOCK
PURCHASE PROGRAM Shareowners may invest funds, have
dividends automatically reinve:sted in Stanley common stock and/
or make optional cash payments to increase their common stock
investment. Inquiries regarding this service should be directed to
the Company's transfer agent, :Computershare Investor Services
LLC at (888) 660-5513 or (312];350-5292.
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I 1
Board of Diregtors {from left to right): Eileen S.lKraus, John G. Breen, Virgis W. Cotbert, Emmanuel A. Kampouris, John F. Luncgren, Kathryn D. Wriston, Lawrence A. Zimmerman, Stiltman B. Brown

DESIGN * JAMES PEFTUS!KEILER & COMPANY, FARMINGTON, CT  PRINCIPAL PHOTOGRAPHY > 1M COON. HARTFORD, €T PRINTING » AINLAY PRINTING, BLOOMAELD.CT

.
BOARD OF DIRECTORS

JOHN G. BREEN"-2.*

Retired, former Chairman and Chief Executive Officer
The Sheswin Williams Company

STILLMAN B. BRIOWN 1.2.4
Managing General Pariner
Harcott Associates

VIRGIS W. COLB!ERT .35
Aetired, former Executive Vice President
Miller Brewing Company

EXECUTIVE OFFICERS

DONALD ALLAN, JR.
Vice President and Controller
{1999}

JEFFREY D. ANSELL
Vice President and President, Consumer Tools Group
1989) ‘

BRUCE H. BEATT
Vice President, General Counsel and Secre
(2000}

=

ary

JUSTIN C. BOSWELL

Vice President and President,
Mechanical Access Security Solutiens
{1999}

EMMANUEL A. KAMPOURIS ¥ 5

Retired, former Chairman, President and Chief Executive Officer

American Standard Companies, Inc.

EILEEN S. KRAUS - 2.3
Retired, former Chairman
Fleet Bank, Connecticut

JOHN F. LUNDGREN !
Chairman and Chief Executive Officer
The Stanley Works

JEFF HUNG-TSE CHEN
President, Stanley Asia
{1983}

HUBERT W. DAVIS
Senior Vice President, Business Transformation
(2000)

JAMES M. LOREE
Executive Vice President and Chief Financial Officer
(1999}

JOHN F. LUNDGREN
Chairman and Chief Executive Officer
{2004)

KATHRYN D. WRISTON * 5
Trustee of various arganizations

LAWRENCE A. ZIMMERMAN %3

Senior Vice President and Chief Financial Officer
Xerox Corporation

1 Member of the Executive Commitiee

2 Membar of the Audit Commitiee

3 Member of the Corperate Governance Committee

4 Member of the Finance and Pension Committee

§ Member of the Compenzation and Organization Committea

MARK J. MATHIEUV
Vice President, Human Resources
{1997}

DONALD R. McILNAY

Senior Vice President and President,
Industrial Taols Group and Emerging Markets
(1999}

THIERRY PATERNOT
President, Stanley Toois — Europe
(2006}

{oomech Btamiv)

The two paintings dtsplayed in the hoardrolom at Stanley’s World Headquarters and shown above are:"Kent Landscape.” by Connecticut artist Eric Sloane, and a portrait of
Frederick J. Stanley 1 802 1880), the Company’s founder. The Stanley Works endeavors to follow the lead of its founder by taking an active and visible rofe in the life of its
Community.
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